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Coming—The benefits to be derived from 
the amortization of leasehold improvements 
in a closely held corporate situation sound 
too good to be true, says the article by 
Victor R. Wolder. Not only can long-term 
capital gains be built up for the future but 
the technique can be used for the moving 
of assets from one taxpayer to a related 
taxpayer without the payment of estate 
and gift taxes. 


Tax accounting for farmers involves varia- 
tions from ordinary accounting principles. 
R. T. Boehm's article covers some of the 
standards used in (1) determining tax treat- 
ment for special elements of gross income, 
(2) measuring special tax reductions for 
government transactions and (3) applying 
special tax rate concessions in computing 
the size of the farmer's tax bill. 


The deductibility of advertising expendi- 
tures is the subject of Clark E. Bowen's 
article. The issue of capitalizing as against 


currently expensing such expenditures is 
discussed. 
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Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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From the Editor's Desk... 


| N ORDER TO PUBLISH all of the excellent papers presented at the recent University 
of Chicago tax conference in one issue of TAXES, we have limited our usual staff- 
prepared departments to the following brief statements: 


Interpretations 


A return is a return is a return. Since 
no part of the 1939 Code makes any defini- 
tion of a return or authorizes the Commis- 
sioner to define it, no regulation can be 
relied upon by the government to consider 
as “no return at all” taxpayer’s return signed 
by his wife with his authorization and in 
the presence of an accountant, even though 
the wife did not have a specific power of 
attorney. Since the return in question was 
more than “no return at all,” it was suf- 
ficient to start the running of the statute of 
limitations, the Fifth Circuit has ruled, in 
reversing and remanding a Tax Court deci- 
sion. The taxpayer gets negligence pen- 
alties for three years knocked out and the 
probability of wiping out a deficiency assess- 
ment for one year. The controversy is not 
likely to come up under the 1954 Code, 
since Section 6061 specifically authorizes 
regulations as to the manner of signing.— 
Miller v. Commissioner, 56-2 ustc ¥ 10,009 
(CA-5). 


Resting on a banana peel of interpretation 
of international law, taxpayers tried to skid 
out of paying two thirds of their federal 
tax bill. “Fearing guilt by association” with 
the “military domination” aims of the United 
States, as expressed in its military and 
foreign policy since World War II, they 
tried to excuse themselves from their tax 
bill on the basis that if they paid they would 
be guilty as war criminals under inter- 
national law. The government won a 
judgment on the pleadings, which showed 
that the court was without jurisdiction to 
adjudicate the claims of the taxpayers. The 
court, using a separation-of-powers reason- 
ing, refused to humor the taxpayers’ request 
for a judicial inquiry into the military and 
foreign policy of the Executive and Con- 
gress. After denying jurisdiction, the court 
went on to say that there was no principle 
of international law operating to relieve 
citizens of tax obligations and _ liabilities 
under local law, or imposing individual 
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responsibility for the use made of tax 
revenue. One point is settled: While, col- 
loquially speaking, “it’s a crime” to have to 
pay high taxes, at least it isn’t a war crime. 
—Farmer v. Rountree, 56-2 ustc § 10,005 
(DC Tenn.). 


A district court judge may be a sage but 
he is not a seer. The lower court held that 
the government’s tying up of all funds of 
a taxpayer through tax liens and jeopardy 
assessments so that it was “impossible” for 
him to hire an accountant to aid in his 
defense against a net-worth prosecution by 
the government was a denial of due process 
of law, and it dismissed the suit. The 
Seventh Circuit reversed and remanded. 
Loans already made, and possible future 
loans, to the taxpayer defeated the impos- 
sibility argument. The question of the 
violation of constitutional rights can only 
be decided by a posttrial study of the whole 
case; other developments during the trial 
may obviate the question. The court must 
cross the bridge when and if it gets to it. 
There was one concurring opinion and one 
dissent.—U. S. v. Brodson, 56-2 ustc J 9998 
(CA-7). 


When Germany surrendered, his loss 
occurred, the taxpayer claimed. He had 
acquired a motion picture in 1943 that por- 
trayed an imaginary invasion of the United 
States by Nazi Germany. The picture was 
in the process of adaptation for commercial 
showing when VE Day came in 1945. 
Subsequently, the taxpayer unsuccessfully 
attempted to distribute the picture for exhi- 
bition. The taxpayer and his wife deduc- 
ted the costs of purchase and adaption of 
the film on their 1945 returns, claiming that 
the defeat of Nazi Germany made the 
film worthless. The deduction was dis- 
allowed, the evidence being held not to 
establish the worthlessness of the film. 
When the taxpayer sold the film at a loss in 
1951, the later purchaser arranged for and 
procured exhibition of the picture —Finney, 


CCH Dec. 22,014(M), TC Memo. 1956-247. 
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Washington Tax Talk 


Our Cover.—Though the tax collectors 
take a good bite out of the price of the 
gasoline you burn in your car, this finished 
product of the oil wells shown on our cover 
still seems to be a good buy. While the tax 
bite has increased ninefold from 1923 to 
September, 1956—from .91 cents to 8.79 
cents—the price of the fuel without adding 
the tax was practically the same in Septem- 
ber of this year (21.56 cents per gallon) 
as it was in 1923 (21.06 cents per gallon), 
according to figures published in the Tax 
Economics Bulletin. The figures represent 
an average based on prices in some 50 
representative cities. 

Used by nearly all families, motor fuel is 
one of the more attractive sources of tax 
revenue for both the federal and state 
governments. 


Government data disclose that in 1942 the 
states realized $940 million from motor- 
fuel taxation. In 1956, this figure is ex- 
pected to climb to $2,683 million, nearly a 
300 per cent increase. The 1956 figure also 
represents a 14 per cent increase in revenue 
for the states over the preceding year, 1955, 
when motor fuel revenue amounted to 
$2,353 million. For the states,’ this repre- 
sented nearly one fifth of their local tax 
collections. 


Though not as important percentagewise 
to the federal government as to the states, 
gas and oil taxes are an important lubricant 
to the wheels of federal government. They 
assumed an increased importance at mid- 
year, when the increased rates legislated in 
the Highway Revenue Act of 1956 went into 
effect. On July 1, the federal tax on gaso- 
line, diesel fuel and special motor fuels 
went from two cents to three cents per 
gallon. 

Federal receipts from. special petro- 
leum taxes in 1955 were well over $1 billion. 
Included in the tax take was $997,371,000 
from gasoline, $26,129,000 from diesel and 
special motor fuel and $71,855,000 from 
lubricating oil. The total for 1955 of 
$1,095,355,000 was nearly 7% per cent 
greater than 1954’s. $1,019,412,000 from the 


Same sources, 


The Supreme Court.—Accepted for review 
by the Supreme Court is the Ninth Circuit's 
decision in Lasky v. Commissioner, 56-2 ustc 
{ 9684, that the Tax Court is an adminis- 
trative agency, ‘not a court with equity 
powers. Under this view, the Tax Court 
was held powerless to vacate, modify or 
reconsider a decision which had become 
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final—that is, 90 days after the decision 
was made. 


The Commissioner.—It was announced 
November 8 that any employees’ trust 
investing in unsecured debentures of the 
employer after November 8, 1956, would 
lose its tax-exempt status under the final 
regulations to be issued under Code Section 
503. An important qualification in the 
final regulations will forbid exempt organi- 
zations to purchase debentures, even in the 
open market, without “adequate security.” 
To avoid hardship, the “adequate security” 
provision will not be applied for debentures 
purchased before November 9, 1956, unless 
they are still held by the trust after January 
31, 1957. 

Instead of filling out Schedule A, Form 
941—Quarterly Report of Wages Taxable 
Under the Federal Insurance Contributions 
Act—employers may now record on mag- 
netic tape the account numbers, names and 
wages of employees, and the state where 
employed. The IRS makes the new pro- 
cedure subject to its approval of the tape 
method to be employed. 


Books and Articles 


American Law Packaged.—/955 Annual 
Survey of American Law. New York Uni- 
versity School of Law, Arthur T. Vanderbilt 
Hall, Washington Square, New York, New 
York. 1956. 803 pages. 

This yearly survey covering all phases of 
American law contains the pith and sub- 
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stance of thousands of court decisions, pe- 
riodical articles and other legal publications, 
concentrated into less than 50 articles pre- 
pared by the faculty of the New York Univer- 
sity School of Law and guest contributors. 

This volume is divided into six parts: 
Public Law in General; Public Law—Gov- 
ernment Regulation and Taxation; Commer- 
cial Law, Torts and Family Law; Property 
and Procedure; Legal Philosophy and Re- 
form; and Legal Literature. 


Slump Stopper.—This is a review of “A 
Tax Incentive for Stabilizing Business In- 
vestment,” by John P. Shelton, published 
in the National Tax Journal for September, 
1956. The author is an associate professor 
of economics, Graduate School, Claremont 
Men’s College, Claremont, California. 

To flatten the humps and dips in the 
business cycle, the author would provide 
tax benefits for postponing business invest- 
ment in inflationary periods. He’ describes 
his plan as administratively operable and 
politically feasible. Briefly, the author’s 
plan would allow a business firm to reduce 
moderately its tax liability in inflationary 
times by purchasing a special type of gov- 
ernment security paying a low rate of in- 
terest. During a slump period, the firm 
could cash in the securities and use the 
proceeds for investment purposes that would 
stimulate the economy. No income tax 
would be levied on the amount involved 
unless the proceeds were used for other 
than such approved purposes as investment 
in inventory, buildings, equipment, machin- 
ery or, to a limited extent, dividends, If 
used for other purposes, the proceeds would 
be declared income in the year the securi- 
ties were cashed in. The author tentatively 
proposes the use of unemployment figures 
to determine inflationary and slump periods. 
The government bonds would be made 
non-negotiable and cashable only by the 
Treasury. Limits would be imposed on an- 
nual and total investment in such bonds. 
Control over approved slump expenditures 
would be maintained through a _ source- 
and-application statement. 


Tax-Wise 

Meetings of Tax Men.—The evening divi- 
sion, Utica College of Syracuse University, 
has announced an income tax institute to 
be held there November 30-December 1... . 
The University of Mississippi and the Jack- 
son Junior Bar Association will cosponsor 
the Eleventh Mississippi. Law Institute, at 
the Hotel Edwards in Jackson December 
7-8. The program for Saturday morning, 
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December 8, will be devoted to practical 
taxation problems. . . . The Fourth Annual 
Montana Tax School will be held at Mon- 
tana State University, Missoula, November 
29-December 1. . . . On December 1, 
the Federal Tax Institute of New England 
will present a forum on “Tax Planning and 
Execution of Property Transactions” at 
John Hancock Hall, Boston. . The 
New Jersey Association of Public Ac- 
countants will hold its seventh annual semi- 
nar on federal taxation at Princeton Inn, 
Princeton, New Jersey, on Saturday, Decem- 
ber 15. The Independent Account- 
ants’ Association of Illinois plans its annual 
tax seminar for three days beginning No- 
vember 29, at the Congress Hotel, Chicago. 


Voters Weigh State Measures: Some in, 
Some out.—Cross-country, on Tuesday, No- 
vember 6, some 250 state questions went to 
voters for approval. Thirty-seven states 
came up with a broad variety of proposals 
on their ballots. Some were meant to repeal 
laws, some to amend state constitutions. 

Georgia voters found 58 measures facing 
them at the polls; Louisiana voters got off 
with only 49. Arizona, Indiana, Iowa, Kan- 
sas, Kentucky, Michigan, Mississippi, Mon- 
tana, New York, Pennsylvania and Wyoming 
turned up one apiece. Perhaps in the mood for 
bigger and better voter quiz games, Ken- 
tucky voters will decide in November, 1957, 
as to a provision allowing more amendments 
to be submitted at any one time to voters. 
On the other end of the teeter-totter, 
Georgia came down with a proposal seek- 
ing to permit local questions to be settled 
by vote of concerned parties rather than 
by state-wide balloting. Texans were asked 
eight questions in the general election, leav- 
ing one to be voted on at a special election 
just one week later—the last a proposal 
that certain needy disabled persons 18 to 65 
be permitted state assistance. 


As of the time of writing, almost all of 
the results are tabulated and unofficially 


reported. While drafters and legislators 
pick up the pieces, students of tax trends 
will be sorting through some of the rubble, 
too. They will find that: 


Alabama voters turned down a proposal 
authorizing the levy of an additional tax on 


property in Gadsden. 


In Arkansas, voters, passing on the au- 
thorizing of cities and municipalities to levy 
an additional property tax for general pur- 
poses and for pensions, said: “No.” Another 
defeated proposal would have changed the 
school tax. A third would have abolished 
the poll tax. (Continued on page 905) 
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Tuis ISSUE is devoted to the papers that 
were presented at the Ninth Annual Federal 
Tax Conference of the University of Chi- 
cago Law School. They were prepared as 
a basis for lectures and discussion. The 
panel discussions, which alternated with 
the presentation of papers, were not 
transcribed and are not published. 


This year the conference concerned itself 
largely with an appraisal of the Internal 
Revenue Code of 1954 in the light of the 
experience of the past two years. As usual, 
the details of the program were planned by 
a committee of attorneys, accountants and 
members of the law school faculty experi- 
enced in the tax field. The planning com- 
mittee endeavored to select the most timely 
subjects and to have them analyzed by 
men known for their ability and familiarity 
with these technical aspects of taxation. 
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William N. Haddad, Chairman, Bell, Boyd, Marshall and Lloyd 
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Maintaining an Effective 
Internal Revenue Service 


By RUSSELL C. HARRINGTON 


Mr. Harrington is United States 
Commissioner of Internal Revenue. 


I AM greatly privileged to have this oppor- 
tunity to participate in the annual fed- 
eral tax conference of the University of 
Chicago. I congratulate this great insti- 
tution, which has pioneered in so many 
phases of modern education and service 
to the public in its field, for its early recog- 
nition of the importance of a broadened 
understanding and knowledge of our taxing 
Statutes. 


The Internal Revenue Service has no 
thought, of course, of usurping the province 
of our institutions of learning, but you may 
be interested in the fact that we are in the 
educating business ourselves. In fact, I 
think we can claim to be the largest school 
on taxation in the world. We have more 
than three million students in classrooms 
throughout the United States. 

I refer to the very popular and highly 
regarded tax training courses we have 
made available to pupils in our secondary 
schools for the past five years. We have 
just mailed out order forms for the new 
course to more than 30,000 public, paro- 
chial and private secondary schools. We 
expect more than 95 per cent of these 
schools to make use of the course. In 
addition, the materials will be supplied free 
to some 15,000 other organizations, includ- 
ing colleges and universities, indwstrial and 
business groups, civic groups, foreign schools 
and others. 

This is but one facet of our program 
toward a better informed taxpaying public. 
We employ every means available to this 
end, including direct assistance; group instruc- 
tions; radio, television and periodicals pub- 
licity; and a comprehensive assortment of 
handbooks and guides addressed to particular 
groups of taxpayers. 


Federal Tax Conference 


I should like to discuss a phase of our 
work closely related to taxpayer infor- 
mation, but one with a more direct service 
application. It may be described as the 
formulative and interpretative activities of 
the Internal Revenue Service, as distinct 
from our purely functional operations such 
as the collecting of taxes and accounting 
therefor. These are responsibilities that 
have grown tremendously in importance 
and scope as our revenue laws have become 
increasingly complex and as our Ameri- 
can business economy has itself undergone 
a transformation. 

Essentially, our problem in this area is 
to provide adequate guidelines to assist 
the taxpayer ‘n compliance with the reve- 
nue laws and at the same time to provide 
similar standards for uniform and efficient 
administration of the statutes within our 
Service. 

Closely related to these purposes is another 
activity that likewise has developed increas- 
ing importance, and that is the providing 
of technical assistance, in co-ordination with 
the Treasury Department, to the appro- 
priate committees of the Congress, both in 
the development of the federal tax structure 
and in studies as to its functioning. 

I think you may be a bit surprised at 
the rapidity and extent of changes in our 
basic tax laws. I can tell you that they 
have a most substantial impact upon our 
internal revenue operations—in our organi- 
zational pattern, our staffing requirements, 
our budget situation, our obligations to our 
taxpayer clients. 

During the two sessions of the Eighty- 
fourth Congress no less than 60 measures 
affecting internal revenue administration 
became law. Some had impact upon large 
groups of taxpayers, such as the Social 
Security Amendments of 1956, the High- 
way Revenue Act of 1956, relief from tax 
on gasoline used on farms, and changes in 
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the excises levied on certain admissions 
and travel. 

Our technical personnel furnished assist- 
ance to the Congressional committee staffs 
and the House Legislative Counsel’s Office 
in drafting practically all of this legislation, 
insofar as it relates to taxes. There were 
also a number of other bills which received 
attention from Congress but were not 
enacted, with respect to which we furnished 
assistance. This sort of work requires a 
substantial amount of the time of our best 
technicians while Congress is in session. 
We are, of course, gratified at this demon- 
stration of confidence on the part of the 
Congress and for the opportunity to be of 
service, 


I want to emphasize that our consultive 
relations with the lawmaking body have to 
do entirely with the mechanics and admin- 
istrative aspects of tax legislation, which 
are matters of appropriate interest and 
responsibility for us. Such factors as tax 
rates and application, and the economics 
of revenue legislation are, of course, entirely 
within the province of the Congress, In 
all our relations with the Congress we 
operate in co-ordination with the Treasury 
Department. 


Last year the House Ways and Means 
Committee created a Subcommittee on Excise 
Tax Technical and Administrative Pro- 
blems. This subcommittee held public hear- 
ings and later made an extensive study of 
such problems which resulted in the intro- 


duction of a bill, H. R. 12298, of nearly 400 
pages. No Congressional action has been 
taken, since the draft was not completed 
until nearly the end of the session. 


However, the subcommittee’s jurisdiction 
has been extended to include excise tax 
rates. Further hearings are to be held this 
fall, and it is expected that the bill, with 
corrections and additions, will receive con- 
sideration from the next Congress. All of 
this has required and will continue to 
require a substantial volume of work by our 
technical divisions and the Office of the 
Chief Counsel. 

The Ways and Means Committee recently 
created another subcommittee with juris- 
diction over income, estate and gift taxes. 
This subcommittee is expected to begin 
studies similar to those made by the excise 
tax subcommittee in the near future. 


The enactment of a sizable body of tax 
legislation by the Eighty-fourth Congress 
had its further impact upon our Service, 


requiring high priority programs for the 
development of pertinent regulations and 
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rulings or amendments to existing regula- 
tions. In the case of the Highway Revenue 
Act, for example, the President’s signature 
was affixed only a few days before the 
July 1 effective date, when, in addition to 
extensive rate changes, complex floor stocks 


tax accounting had to be provided for. 


The Social Security Amendments of 1956 
provide an interesting example of the effect 
of new legislation upon our internal reve- 
nue workload. This measure amends or 
modifies some 25 provisions of the Internal 
Revenue Code. 

Our analysis indicates that this one meas- 
ure requires 15 amendments to the internal 
revenue regulations; it will affect tax report- 
ing forms in 13 instances; it requires amend- 
ments to circulars and other advice or 
instructions to our field offices in a score 
of instances. It suggests changes in inter- 
nal revenue publications, such as Your Federal 
Income Tax and the Farmers’ Tax Guide, 
In six instances. 

No discussion of this relationship between 
the work of the Internal Revenue Service 
and that of the legislative branch would be 
complete without consideration of the Internal 
Revenue Code of 1954. The 1954 Code is 
estimated to have required more than 
500,000 hours of work by Treasury, Internal 
Revenue Service and Congressional staffs, 
and others in government. It was two years 
in the making. 

The new Code has not been without its 
critics, most of whom have pointed to its 
complications and complexities. Personally, 
1 feel that the Code, while not perfect, 
represents a major contribution to improved 
administration and fairer, more realistic 
application of our taxing statutes. We 
must accept the fact that complications 
are inherent in any system of taxation if 
we are to try to achieve a measure of equity 


among millions of individuals of varying 
circumstances and situations. 


Its adoption does not preclude further 
improvements and refinements as we gain 
experience in operating under its provisions. 
Our tax legislative structure is under the 
continuing scrutiny of Treasury Depart- 
ment technical staffs, of committees of the 
Congress, as well as of the experts of a 


number of professional and business organi- 
zations whose representations always receive 


careful consideration, 


The development and promulgation of 


regulations under the 1954 Code have been 
a major program of the Internal Revenue 
Service and of the Treasury Department 
for the past two years. The substantive 
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and structural revision and. recodification 
of the old Code created the necessity for 
complete reworking of the regulations. 

There were scores of completely new 
provisions, requiring completely new regu- 
lations construing and implementing them. 
The hundreds of extensive substantive, pro- 
cedural and language changes in provisions 
carried forward from the 1939 Code required 
revision of applicable regulations. 

In addition, we welcomed the oppor- 
tunity to review, reanalyze and rewrite the 
old regulations. We determined to improve 
technical accuracy, to itnprove understand- 
ability, to make the revision fully infor- 
mative, and to seek greater certainty. 


This task of revising all existing tax 
regulations, for sheer magnitude, dwarfed 
any previous regulatory. task ever faced 
by the Internal Revenue Service. The 
principal burden has fallen upon our Tech- 
nical Planning Division and the Legislation 
and Regulations Division of the Office of 
the Chief Counsel. They have, of course, 
many other responsibilities. The total pro- 
fessional personnel of these two divisions 
is fewer than 100 employees. 


Although we could certainly make effec- 
tive use of additional personnel, we accept 
the limitations imposed upon us by over- 
all budget considerations. These people are 
all doing yoeman’s service, and we take 
some pride in the fact that we are hand- 
ling this tremendous regulations program 
with little or no additional personnel cost. 


Let us review briefly the mechanics of 
regulations development. There are the 
processes of planning, of research, of draft- 
ing and redrafting, of review within the 
Service and by the Tax Division of the 
Analysis Staff and the Legal Advisory 
Staff of the Treasury Department. 

When we have a product with which we 
are satisfied, the requirements of the Admin- 
istrative Procedures Act take over. We 
publish the tentative regulation with a 
notice of proposed rule-making. We receive 
and consider the representations of tax- 
payers and tax practitioners. We _ hold 
public hearings whenever taxpayers make 
timely requests for them. Then there begin 
all over again the drafting and redrafting 
and reviewing until the regulation takes 
final form and is published as a Treasury 
Decision. Such meticulous care is fully 
justified by the effect these decisions have 
in the continuing administration of the tax- 
ing statutes and in their impact upon the 
affairs of taxpayers, large and small. 


Federal Tax Conference 


Progress in such a program cannot be 
measured by statistical standards when the 
several provisions of the Code, and the 
corresponding regulations, vary so greatly 
in degree of complication and in number 
of taxpayers affected. I would say that 90 
per cent of the actual spadework for the 
over-all program has been done. Nearly 
60 per cent of the individual projects sched- 
uled have been published either in final 
or in tentative form. The others should be 
forthcoming regularly from now on as they 
are processed through the necessary but 
tortuous channels of review and study. 

Items deserving special mention, on 
which final decisions have been published, 
include regulations relating to consolidated 
returns; to corporate distributions and 
adjustments; to withholding on payments 
under a wage continuation plan made after 
December 31, 1955; to regulations under Sec- 
tions 104, 105 and 106 of the 1954 Code, 
relating to compensation for injuries and 
sickness, etc.; to under Sub- 
chapter K, 1954 Code, 


regulations 
Chapter 1 of the 


relating to partners and partnerships; and 
to regulations under Section 167 of the 
1954 Code relating to depreciation. 


During the past month the regulations 
relating to pension trusts were published 
in final form. We are fully conscious of 
the urgency of this work and will continue 
to press the regulations program with all 
diligence. 

One of the interesting aspects of this 
work is the very wide public interest, on 
the part of both individual taxpayers and 
tax practitioners, in the development of the 
regulations and, in fact, in many rulings 
and decisions outside the formal 
regulations. Most public notices of pro- 
posed rule-making bring in numerous letters 
of comment and suggestions, and attend- 
ance at public hearings has been sub- 
stantial. We are happy that this is so, and 
we have encouraged wide participation and 
coverage by the press. 


scope of 


We are particularly indebted to the several 
professional organizations active in the tax 
held for their advice and assistance. Many 
members of these groups, as well as other 
individual business and professional men, 
point out problems they believe should be 
considered and 


suggest solutions. 


The American Institute of Accountants 
and the tax section of the American Bar 
Association have both sponsored commit- 
tees to review the tentative regulations, 
project by project, following their pub- 
lication in the Federal Register. Their recom- 
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mendations have been most helpful. The 
lax Executives Institute has also been most 
interested in this program. 


I should like to mention briefly one other 
project which we are just completing, and 
which I believe will be of interest to you. 
This is the establishing of new pro- 
cedures for the informal conference func- 
tion under which we attempt to settle, at 
the district level, disputed cases between 
the taxpayer and the Service. 


We are undertaking to establish more 
effective direction and control of this function 
to provide greater flexibility to meet the 
needs of particular taxpayers. At the same 
time we are seeking to preserve as much 
as possible of the informal, low-cost aspect 
of the existing procedures. We believe the 
new system will enable us to render better 
service to you anc your clients. 


We are assigning specific responsibility 
for the direction and execution of the 
informal conference function to the chief 
of the Audit Division in each district office. 
Where the chief is not in a position per- 
sonally to discharge these responsibilities, 
he will delegate them to a conference 
co-ordinator under his immediate direction. 
It is likely most of the larger offices will 
have a full-time conference co-ordinator. 


The co-ordinator will assign cases; he 
will furnish technical advice to other con- 
ferees; he will conduct conferences him- 
self in more difficult cases; he will seek to 
achieve uniformity in cases involving the 
same issues; he will screen all formal pro- 
tests to see if further action by the Audit 
Division is required prior to referral to 
the Appellate Division. 

I have touched upon only a few aspects 
of our operations in the technical field. The 
demands upon the Service in these areas 
have increased enormously, and will continue 
to increase. 

Our Appellate Division reports a marked 
increase in cases received. By strenuous 
efforts we have managed to keep abreast 
of this increased workload. There is a 
constantly increasing number of requests 
for rulings concerned with almost every 
phase of corporate activity, as well as those 
concerned with special problems of individual 
taxpayers. 

One most active area has to do with 
requests for rulings associated with pros- 
pective distributions and redemptions of 
stock, dividend distributions, consolidations, 
mergers, and other types of reorganization 
that are an outstanding characteristic of our 
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present-day economy. There has been a 
similar increase in requests for rulings 
having to do with pensions and exempt 
organizations, which likewise are a phe- 
nomenon of our business generation, 


In conclusion I should like to discuss 
what I believe is our real progress toward 
improving the internal functioning and 
management of the Service itself. 


The reconstitution of the Service to its 
former position in the public confidence 
and as an efficient and effective arm of 
government has been a major objective 
of the Eisenhower Administration. 


The reorganization which was under- 
taken followed two principal lines. First, 
there was the objective of streamlining 
and making more responsive to the needs 
of the Service the operations of the national 
headquarters. This involved the establish- 
ing of clearer lines of authority and res- 
ponsibility, with due attention to such 
functions as budgeting and fiscal management, 
planning, internal auditing and _person- 
nel policies. We have emphasized care- 
ful selection and training of our employees 
and more effective supervision. Particular 
emphasis has been given to improving our 
collection machinery and to direction and 
strengthening of our enforcement program. 


A second objective was to bring the 
Service closer to home to the taxpayer 
for his greater convenience, and for what 
we believe is more effective administration 
from the standpoint of the government. In 
addition to realignment of districts and local 
offices for greater efficiency, there has been 
extensive delegation of administrative author- 
ity and responsibility to carefully selected 
field employees. 

I believe we have established a sound 
basis for a stronger, more effective Service 
that will pay increasing dividends as we go 
forward, 


The results of the fiscal year just closed 
have been most encouraging. Our enforce- 
ment activities in particular have shown 
increased vigor. The increased produc- 
tivity of our employees is reflected in our 
collection and audit activities. Progress in 
these lines not only demonstrates the zeal 
and competence of our employees, but 
also testifies to improved morale and pride 
of service, particularly when contrasted with 
distressing situations existing a few years 
back. 

I have had time to touch upon only a 
part of the far-flung activities of the Internal 
Revenue Service. I do hope this rather 
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sketchy outline will suggest to you that 
we have a dynamic, forward-looking pro- 
gram that is paying dividends in better 


service to the government, of which we are 
a part, and to the entire tax-paying public. 
[The End] 


Current Issues in the Use 
of Tax-Exempt Organizations 


By NORMAN A. SUGARMAN 


Mr. Sugarman is a member of the 
Cleveland, Ohio law firm of 
Baker, Hostetler & Patterson. 


He was formerly Assistant Commissioner 
of Internal Revenue. 


HE federal tax laws offer to many tax- 
payers the interesting alternative of 
either paying a sizable part of their wealth 
to the government as taxes or contributing 
a comparable amount to a charitable insti- 
tution of their own choosing. This is most 
dramatically illustrated in the application of 
the federal estate tax by the fact that a 
man may leave half his property to his wife 
and the other half to charity—and thereby 
completely “disinherit” the federal govern- 
ment of its estate tax.’ The choice under 
the income tax is generally not so com- 
plete for, by reason of limitations in the 
statute, generally only 20 per cent of taxable 
income may be saved from tax by using 
such income for charitable contributions.’ 
However, special provisions broaden this 
choice. A taxpayer may free an additional 
10 per cent (making a total of 30 per cent) 
of his income from tax by choosing to con- 
tribute it instead to an institution which 
is a school, church or hospital.* A taxpayer 
may exercise his choice even further—even 
1Internal Revenue Code Sec. 2055 allows an 
unlimited deduction for charitable bequests in 
computing the taxable estate; Code Sec. 2056 
allows a deduction for one half of the adjusted 
gross estate (unreduced by the deduction under 
Sec. 2055) for bequests to the surviving spouse. 
2 Code Sec. 170. 
® Code Sec. 170(b) (1) (A). 
* Code Sec. 170(b)(1)(C). 
5’ The 1954 Code gives impetus to the contri- 
bution to a foundation of ‘Section 306 stock,’’ 
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to the point of cutting of the income tax 
completely—if he contributes 90 per cent 
or more of his taxable income to charity, 
and his contributions plus income taxes 
for eight out of the past ten years equaled 
90 per cent of his taxable income for such 
years.* 

Moreover, these same charitable organi- 
zations may provide additional potential 
benefits to taxpayers (which, incidentally, 
would not be available from the federal 
government if the “contribution” had been 
made to it). The charitable organization 
will have funds available for investment or 
loans for private enterprise, including those 
in which the donor may be interested. The 
contributions and earnings of the organiza- 
tion can be spent for favored charitable 
purposes or causes as its private directors 
see fit (rather than as some government 
agency may determine). The charitable or- 
ganization may purchase property from in- 
dividuals, thereby providing them with cash, 
and may in so doing take off the donor’s 
hands property which could not be disposed 
of otherwise with as favorable tax conse- 
quences.’ The charitable organization may 
by its investment of its funds become the 
owner of property and even of businesses 
and, hence, in a position of economic power. 
Not to be overlooked also is the fact that 





which may be sold by the stockholder only at 
the price of realizing ordinary income; the con- 


tribution, however, can produce a deduction 
which, to a high-bracket taxpayer, may be 
equally or more advantageous. fince the foun- 
dation is exempt, the proceeds of the sale of 
the stock by it are not taxable. However, if 
the contribution is to a private foundation and 
the stock is redeemed by the issuing corpora- 
tion within a year, the Internal Revenue Service 
will question the whole transaction. 
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a charitable organization may afford pub- 
licity, prestige, jobs and expense accounts. 

It is no wonder then that the temptation 
abounds not only to contribute, but to con- 
tribute to a private foundation. What could 
be better than not only being permitted to 
contribute to an organization of your own 
choosing, rather than pay tax, but also con- 
trolling the organization after you have 
contributed to it? This is not to say that 
all charitable contributions and private foun- 
dations are so motivated. They obviously 
are not. However, there can be little ques- 
tion but that these inducements to chari- 
table giving are major factors in the growth 
of private foundations in recent years. In 
turn, these factors have given rise to the 
major issues in the tax treatment of founda- 
tions and contributions to them, raising—as 
they do—the fundamental question of the 
permissible scope of the use of foundations. 


Since our national policy has been to 
offer tax inducements to charitable giving, 
the federal tax statutes provide only few 
explicit limitations on the use of charitable 
foundations. The statutory provision which 
is the basis for the exemption from tax of 
the foundation and for the deduction of 
contributions to it applies to corporations, 
trusts, funds or foundations which are “or- 
ganized and operated exclusively for re- 
ligious, charitable, scientific literary, 
or educational purposes no part of 
the net earnings of which inures to the 
benefit of any private shareholder or indi- 
vidual, [and] no substantial part of the 
activities of which is carrying on propa- 
ganda, or otherwise attempting, to influence 
legislation ie 

The term “exclusively” and the clause 
“no part of the net earnings of which inures 
to the benefit of any private shareholder 
or individual” have been comparatively in- 
effective as limiting factors; this is due to 
the necessity of permitting a practical, ra- 
ther than a literal, application of the law. 





* Code Sec. 501(c)(3). This is the income tax 
exemption provision. Note some differences in 
the income, estate and gift tax deduction pro- 
visions (Code Secs. 170(c)(2), 2055(a), 2522). 

™See the author’s testimony before the Reece 
Committee (Hearings Before the Special Com- 
mittee to Investigate Tax Exempt Foundations 
and Comparable Organizations, House of Rep- 
resentatives, 83d Cong., 2d Sess., 1954), p. 430; 
Keir, ‘‘What Is a Charity; Statutory Definition; 
Exclusively: Lobbying,'’ Proceedings of New 
York University Fourteenth Annual Institute on 
Federal Taxation (1956), pp. 19, 22. 

’ Proposed Reg. Sec. 1.501(a)-1(d). See also 
Sugarman, ‘‘Foundations Established for Cor- 
porate Giving,’’ Proceedings of New York Uni- 
versity Fourteenth Annual Institute on Federal 
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“Exclusively” is interpreted to mean more 
nearly “primarily.” ' The limitation against 
earnings inuring to any “private shareholder 
or individual” is read to prohibit only bene- 
fits to persons in their private capacity; 
individuals may be benefited by a founda- 
tion if such benefits are in furtherance of its 
public purpose.* Thus, the usual applica- 
tion of the statute resolves itself basically 
to a matter of whether a nonprofit organi- 
zation is for “charitable, scientific, literary 
or educational” purposes. These terms ob- 
viously are not capable of precise definition, 
and their meaning may be affected by 
changing concepts of social responsibility, 
scientific advances and public policy.’ 


In partial recognition of the ineffective- 
ness of limitations under the time-honored 
language of the statute, and more particu- 
larly to meet some problems of economic 
competitive advantage enjoyed by tax-exempt 
organizations, Congress in 1950” enacted 
a series of additional statutory provisions 
relating, generally, to prohibited transac- 
tions,” accumulations of income™ and un- 
related trade or business activities.” These 
provisions actually do little more than pro- 
vide in some areas specific rules that might 
otherwise have been encompassed in the 
terms “exclusively” and “no part of the 
net earnings of which inure for the benefit 
of any private shareholder or individual.” 
Even so, after specifying five such “pro- 
hibited transactions,” the statute contains a 
further generalization prohibiting the or- 
ganization from engaging “in any other 
transaction which results in a substantial 
diversion of its income or corpus to P 
the creator of the organization (if a trust),” 
or a substantial contributor to it, or a mem- 
ber of his family or a corporation controlled 
by him.” 


These statutory provisions thus leave un- 
resolved many basic issues as to the permis- 
sible use of a private foundation, for such 
use must still turn on the question of whether 





Taxation (1956), pp. 77, 86, footnote 26, p. 92, 
footnotes 43-45; Ohio Furnace Company, CCH 
Dec. 21,314, 25 TC 179 (1955); Rev. Rul. 56-304, 
I. R. B. 1956-27, 15. Compare Duffy v. Birming- 
ham, 51-2 ustc { 9385, 190 F. (2d) 738 (CA-8), 
and Rev. Rul. 55-610, 1955-2 CB 262, in which 
exemption was denied where the foundation 
made payments to the founder. 

*See hearings before Reece Committee, cited 
at footnote 7, at pp. 429-430; Kier, work cited 
at footnote 7, at pp. 34-40. 

” Revenue Act of 1950 (H. R. 8920, 8ist Cong., 
2d Sess.), Pub. L. 814. 

1! Now Code Sec. 503. 

® Now Code Secs. 504, 681(c) (2). 

™ Now Code Secs. 511-514. 

™ Code Sec. 503(c). 
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the foundation is really organized and oper- 
ated for charitable, scientific or educational 
purposes. Three of these issues which ap- 
pear to be most troublesome today, and for 
that reason warrant further examination, 
are the following: Should the donor be in 
a position to control the activities of the 
foundation? What investments may the foun- 
dation make? To what extent may the 
foundation “educate” the public as to a 
point of view in social or political fields? 


Role of Donor in Control 
of Private Foundations 


In organizing a private foundation, one 
of the first questions to be resolved is: Who 
should be on the board of trustees or board 
of directors? In relation to the problem 
presently being considered, the question is 
important in determining how the founda- 
tion will spend its money or make its in- 
vestments. Actually, the position of control 
may be in various places. For example, if 
the foundation is a trust, the trustee may 
be a trust company unrelated to the donor, 
but the instrument may provide for an “ad- 
visory committee” which may have certain 
powers as to distributions to charity or as 
to investments. 

Theoretically, it should make no differ- 
ence who sits on the governing board or 
committee. The statute requires that the 
foundation be organized and operated for 
charitable purposes, and so long as its funds 
are’ so used, it should be immaterial who 
selects the particular qualified recipients of 
the foundation’s bounty. However, where 
a private foundation is primarily the crea- 
tion of one donor (whether an individual, 
his family or a corporation), there are at 
least three reasons for concern from a 
tax-law viewpoint as to who governs the 
activities of the foundation. 


Reality of contribution to controlled 
foundation.—The first reason is the reality 
of the contribution by the donor who also 


sits in control of the foundation. There are 
two aspects to this matter. One is a ques- 
tion of tax policy. The law allows a char- 
itable-contribution deduction limited to a 
specified portion of the donor’s taxable 
income. A donor may contribute in a year 
of high income when he receives the maxi- 
mum tax benefit from his deduction. His 
foundation (the recipient of the contribu- 
tion), however, may not use the gift for 
actual charitable purposes until many years 
later.” The present law clearly allows the 
deduction in the year the contributor makes 
his gift to the foundation. The question of 
tax policy is as to whether the contributor 
should be permitted so to control the year 
of his deduction. In 1950, the House of 
Representatives attempted to deny the de- 
duction for gifts of stock where the con- 


_tributor controlled the foundation, but this 


approach was rejected by the Senate.” This 
would seem to dispose of the matter, but 
cautious tax advisers may well keep in mind 
that this issue of tax policy may be raised 
again. 


The second aspect of the reality of the 
contribution is a law-fact question. To sup- 
port a charitable-contribution deduction by 
a giver to a foundation, the contribution 
must be “paid.” He must part with his 
money or property; he must give it away. 
Legally, the foundation is, of course, a dif- 
ferent entity than the donor, but where the 
contributor also acts for, or controls, the 
foundation, inquiry may be made as to 
whether a contribution has actually been 
made. The government has seldom resorted 
to this line of attack™ for the reason that 
the same facts usually lend themselves to 
a denial of exemption of the foundation.” 
However, the likelihood always exists that 
a taxpayer will be put to proof to establish 
the time of a particular contribution of 
property made to a private foundation. 


Donor control as evidence of nonchari- 
table purposes.—The second reason for con- 





% The denial of deduction on grounds of ‘‘un- 
reasonable accumulation"’ applies only to such 
accumulation of income (Code Sec. 504). 

1H. R. 8920, 81st Cong., 2d Sess., as reported 
by House Ways and Means Committee, Sec. 
3810. See S. Rept, 2375, 8lst Cong., 2d Sess., 
p. 38 (1950). The tendency now seems to be 
to permit carry-overs or averaging of contribu- 
tions. See Code Sec. 170(b) (2), allowing a carry- 
over for excess contributions by corporations. A 
similar carry-over has been advocated for indi- 
viduals. 

% Code Sec. 170(a). There is a special rule, 
however, for corporations using the accrual 
method (Code Sec. 170(a)(2)). 
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* This is a Clifford-type argument. See Rev. 
Rul. 54-420, 1954-2 CB 128. But see A. W. Mel- 
lon, CCH Dec. 9822, 36 BTA 977 (1937) (involv- 
ing completeness of gift of paintings); Johnson 
v. Wiseman, 55-2 ustc { 9621 (DC Okla.) (oral 
gift of property to foundation formalized after 
donor arranged for sale of property by founda- 
tion). In both cases, the government was un- 
successful. See also Witt v. Fahs, 56-1 ust 
{ 9534, in which contribution was held effective 
December 31 when check was mailed to agent 
of charity, although not cashed until January 4 

See Rev. Rul. 54-420, cited at footnote 18, 
in which the exemption was denied because. 
among other grounds, the foundation lent itself 
to purposes of the donor rather than charitable 
purposes. 
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cern as to who controls the foundation is 
the suspicion that despite the charitable 
purposes in the foundation’s charter, the 
foundation is, or will, actually be operated 
primarily for other purposes. Thus, the 
foundation may in form satisfy all the re- 
quirements of the law as to its stated pur- 
pose and use of funds, to the extent available, 
for recognized charitable contributions, but 
if its policies serve an obviously nonchari- 
table purpose of its principal contributor, the 
exemption may be questioned. This is il- 
lustrated in the recent case of Lesavoy Foun- 
dation,” which was originally ruled tax-exempt 
in 1945. In 1948, however, the foundation 
purchased all the stock of a cotton mill, and 
used this purchase to assure the contributors 
to the foundation the cotton yarn necessary 
for their respective cotton-yarn businesses. 
The attitude of the court was much like 
that in another case, in which the late Judge 
Minton said: “This does not sound like 
charity to us. If it is charity, it begins at 
home.” ™ 


The Lesavoy decision invades a contro- 
versial area. The question is the extent to 
which a foundation which does dispense 
charity is nevertheless not exempt because 
its very ownership of property serves pri- 
vate purposes. This query has already been 
raised as to some well-known foundations 
by one Congressional committe.” However, 
the law should be concerned with the actual 
operations of the foundation, that is, the 
use to which the control of the foundation 
is put. If, in fact, the charitable purposes 
of the foundation are satisfied, then the 
mere fact that the directors of the founda- 
tion include the chief contributors should be 
immaterial. This issue was passed on in 
Barber v. Edwards,.® in which a contribution 
to a charitable trust was held deductible. 
In that case, the government disallowed the 
deduction because, among other grounds, 
the donor’s wife and son were two of the 
three trustees. The court held that this 
fact was immaterial. It is believed that the 
court is right in that the relationship of the 
trustees or directors to the donor is imma- 
terial and that the exemption of the founda- 


7 CCH Dec. 21,550, 25 TC 924 (1956), on appeal 
to the Third Circuit. 

™% Underwriters Laboratories, Inc. v. Commis- 
sioner, 43-1 ustc § 9340, 135 F. (2d) 371 (CCA-7). 
See also Boman, CCH Dec. 21,809, 26 TC —, No. 
81 (1956) (contributions by partnership of physi- 
cians to Duluth Clinic held not deductible). 

2 Report of Reece Committee, H. Rept. 2681 
(1954), pp. 610, concerning the Ford Founda- 
tion, the Meyer Foundation and the Reid 
Foundation. 

2355-1 ustc { 9329, 130 F. Supp. 83 (DC Ga.). 
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tion should be determined from its actual 
operations. 


As a matter of fact, to the extent control 
of the foundation is important, the names 
or relationships of the particular persons 
who are trustees or directors may not be 
as important as knowing whether in fact 
the board or someone else actually is in a 
position to make the decisions as to how 
the foundation spends its money. Never- 
theless, as a practical matter, it is not al- 
ways advisable to have the chief donor or 
his family in control of the board because 
it invites suspicion by the Internal Revenue 
Service as to noncharitable purposes or op- 
erations of the foundation. This throws an 
additional burden upon the tax-exempt 
status of the foundation, which burden, 
however, should be easily overcome in the 
proper case. 


Internal Revenue Service’s advance-rul- 
ing policy.—The third reason for concern as 
to who controls the foundation arises from 
the importance attached to it by the Service 
in its advance-ruling policy. The Service 
issues rulings as to the exempt status of 
foundations * and publishes a list of all such 
organizations ruled on to which deductible 
contributions may be made. The policy of 
the Service is generally not to recognize 
an organization as exempt until it has re- 
ceived a favorable ruling,“ and revenue 
agents generally will disallow contribution 
deductions unless the organization is in- 
cluded in the Service’s published list.” 
Hence, for the taxpayer desiring assurance 
that a contribution will be deductible, an 
early ruling from the Service is of great 
practical importance. 


From the standpoint of the Service, the 
issuance of such rulings presents great dif- 
ficulties, especially in the case of private 
foundations. The great volume of requests 
for such rulings and the fact that such 
rulings are based for the most part on facts 
as submitted by the organization mean that 
the Service must take a great deal on faith. 
It seeks to protect itself by a number of 
means. One is to rule on the organization 


“It is interesting to note that the govern- 
ment did not pursue this argument in its brief 
before the court. 

* The procedure on rulings is set forth in 
Rev. Rul. 56-164, 1954-1 CB 88, 90: statement 
of procedural rules, I. R. B. 1955-29, 25, at 
p. 54; Rev. Proc. 56-33, I. R. B. 1956-42, 94. 

See Rev. Rul. 54-393, 1954-2 CB 125. 

*7 See footnote 25 as to procedure for obtain- 
ing recognition as an exempt organization. See 
also the introduction in the ‘“‘Cumulative List— 
Organizations Described in Section 170(c) of the 
Internal Revenue Code of 1954" (1954), p. iii. 
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only after it has sufficient actual operations 
(usually 12 months) to demonstrate that it 
will operate in accordance with its stated 
purposes. A second is that a favorable rul- 
ing is not binding if there is misrepresenta- 
tion of facts. Another is that a favorable 
ruling is of no effect for the future if the 
organization changes its character or method 
of operations. However, these reservations 
are of limited effectiveness because they are 
dependent upon the Service’s being able 
thereafter to make current and exhaustive 
examinations, which it cannot perform as to 
all exempt organizations. 


The other protective measures available 
to the Service come from outside. Gener- 
ally, these are the necessity for public ac- 
counting, for state supervision or for the 
presence on the board of the foundation of 
responsible persons who may represent the 
public interest. 


The reason these protective measures are 
sought is not merely the exemption or tax- 
ability of the organization, but—far more 
important—the reliance which others will 
place upon the ruling in making contribu- 
tions. Thus, when the Service is requested 
to issug an exemption ruling, it is being 
asked to underwrite the good faith of the 
organization. Hence, the persons who will 
govern the affairs of the foundation are a 
matter of concern to the Service. 


In some cases, the Service will issue an 
advance tentative ruling without requiring 
12 months’ operations. This is generally 
the case only in so-called “public”- or “com- 
munity”-type organizations. The published 
policy of the Service includes, in the cate- 
gory of those that may receive such advance 
tentative rulings, an organization which has 
“responsible public representation on its 
Board of Directors or Trustees”;™ but as 
a matter of practice, the Service strictly 
limits the application of this policy. 


It is believed that the present policy of 
the Service with regard to donor control of 
the board of directors of a private foundation 
is as follows: In general, the mere fact that 
the donor (or his family) is on the board of 
directors or constitutes a majority thereof 
will not prevent the organization from 
being ruled tax-exempt if the Service is 
satisfied that the organization is intended to 
be operated for charitable purposes.” If the 


donor (or his family) is the entire board, 
or its majority, an exemption ruling will not 
be issued in advance of 12 months’ opera- 
tions. If the donor (or his family) is the 
entire board, or its majority, and the sole or 
principal property contributed to the foun- 
dation is property used in the donor’s busi- 
ness which is intended to be rented back to 
the donor or his corporation, the exemption 
will be denied unless other contributions or 
evidence of exempt purposes can be pro- 
duced. If the board of the foundation has 
a majority who are not related to the donor 
or in his employ, or otherwise subservient 
to him, then the mere fact that the donor 
or members of his family are on the board 
will not affect the foundation adversely; 
in fact, the “strangers” on the board may 
support a finding for exempt status. The 
latter is particularly the case where the 
“strangers” are persons in responsible posi- 
tions and of good reputation in the commu- 
nity. This analysis of the Service’s position 
is obviously made during a period when the 
Service is much concerned with exempt or- 
ganizations. It may be that the Service will 
adopt a tighter policy in the future, but it is 
difficult to see how it can do so under the 
present law.” 


Recommendations.—Both from the stand- 
point of early recognition of exemption by 
the Service and for long-range protection 
of the foundation’s status, public representa- 
tion on the board of directors (or trustees) 
is advisable. 


In cases where the principal donor has 
particular projects which he is desirous of 
fostering, his purpose may be achieved 
without taking a majority position on the 
board and thereby raising questions as to 
the over-all purposes of the foundation. The 
particular . purposes—assuming they are 
within the scope of the statute—may be 
affirmatively required in the charter of the 
foundation. Another method is by provid- 
ing for an advisory committee (on which 
the donor or persons friendly to him are in 
control) which will be in a position to direct 
the spending of some funds in a particular 
manner, leaving the management of the 
foundation in other respects to persons in a 
fiduciary capacity. 

Another method of showing intended 
good-faith compliance with the law—re- 
gardless of the composition of the board— 





% See footnote 25. 

*” See I. T. 3220, 1938-2 CB 164. 

% See Reece Committee report, work cited at 
footnote 22, at pp. 215-216, referring to sugges- 
tions for required public representation. The 
Commissioner has recently announced a policy 
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of no advance rulings (with only few exceptions - 
for adequately secured loans) as to whether 
transactions between a foundation and its crea- 
tor (or related or controlled interests) are pro- 
hibited transactions (Rev. Proc. 56-33, I. R. B. 
1956-42, 94). 
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is to affirmatively include in the charter 
provisions denying authority to operate in 
any manner contrary to the exemption stat- 
ute.“ This would include, for example, 
denial of authority to conduct prohibited 
transactions, make unreasonable accumula- 
tions, etc. As a matter of protection to the 
board, it should be authorized to act on the 
basis of advice of counsel. 

Farsighted advisers will recognize that 
abuses in the “controlled foundation” area 
can lead to legislation which may ultimately 
cause both donors and charitable causes to 

many proper advantages of the 
foundation. 


lose the 
private Hence, a duty exists 
to recognize the public interest in chari- 
table foundations, which, after all, is the 
basis for the present favorable tax provi- 
A proper place for such recognition 
is in the composition of the governing body 
of the foundation, 


sions. 


Investments by Private Foundations 


Problems involved in investments by pri- 
vate foundations arise as a part of the over- 
all complication caused by donor control. 
The inquiry is as to whether the economic 
resources of the foundation are being used 
in the best interests of charitable causes or 
to further the private purposes of the donor. 


As a matter of general principle, no dif- 
ferent standard exists as to investments by 
a private foundation as compared with a 
public- or community-type foundation. The 
basic test is whether the funds of the foun- 
dation are being soundly invested consistent 
with the charitable purposes of the founda- 
tion. However, the assumption that natur- 
ally exists as to the proper investment 
purposes of a public trust does not carry 
over to a privately controlled foundation. 
Hence, an acquisition of property by a pri- 
vate foundation may be considered to be 
differently motivated than an acquisition of 
similar property by a public foundation. 

As previously indicated, the tax laws.con- 
tain little that would explicitly support this 
difference in permissible investments. That 
statute prohibits transactions with the donor 
—in the form of loans, compensation, pur- 
chases and sales—which are on more favor- 


able terms than arm’s-length dealing would 


permit.” However, these involve fairly ob- 
vious and minor subterfuges which do not 
represent the more basic uses of the eco- 
nomic power of foundations. 


More to the point, transactions are also 
prohibited by the statute if they make any 
services of the foundation available “on a 
preferential basis” or result in a “substan- 
tial diversion of income or corpus” to the 
donor (or his family or his corporation).” 
Also, liabilities assumed in transactions 
with the donor may run afoul of the statu- 
tory provisions. The Service takes the posi- 
tion that payment of debts from income is 
a form of accumulation of income™ and, 
under the statute, if an accumulation is 
“unreasonable” or to a substantial. degree 
for nonexempt purposes or such as to jeop- 
ardize the carrying-out of such purposes, 
the exemption of the foundation may be 
withdrawn.” Liability assumed or incurred 
in the acquisition of rental real estate may 
result, under the statute, in tax on 
rental income as unrelated trade or business 
income.” 


also 


However, except for the mechanical ap- 
plication of the tax on rental income just 
described, the above statutory prpvisions 
are only refinements of the basic statutory 
test that the foundation must be organized 
and operated for exempt purposes. The lan- 
guage of the statutory provisions is so gen- 
eral as still to leave open the basic question 
as to whether the foundation has lent itself 
to private purposes of the donor.” Three 
types of transactions particularly raise this 
question. One is an investment by the 
foundation which permits the donor (or his 
family) to maintain control over a family 
business. Another transaction is the pur- 
chase of a business by the foundation which 
in effect, “bails out” the donor. A third type 
involves the transfer of appreciated prop- 
erty to a foundation, subject to an obligation. 


Maintenance of control of a business.— 
The use of a private foundation to preserve 
control of a business is usually associated 
with estate planning. In a very large estate, 
the need for cash to pay estate taxes fre- 
quently presents an almost insuperable ob- 
stacle; the alternatives in many cases are to 
sell the stock of the family business to pay 
taxes or to give the stock of the family 





See Sugarman, work cited at footnote 8, 
at p. 100. 

® Code Sec. 503(c)(1)-(2), 
note 30, as to Rev. Proc. 56-33. 

88 Code Sec. 503(c)(3) and (5). 

* Rev, Rul. 54-420, 1954-2 CB 128. But ef. 
Samuel Friedland Foundation, 56-2 ustc {§ 9896 
(DCN. J.). 
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™ Code Sec. 504. See Samuel Friedland Foun- 
dation, cited at footnote 34. 

% Code Secs. 511-514. 

%7 See Cummins-Collins Foundation, CCH Dec. 
17,927, 15 TC 613 (1950). 


TAXES—The Tax Magazine 





business to charity to reduce taxes. The 
latter is the preferred method, particularly 
where the following two steps can be taken 
prior to death: (1) a recapitalization under 
which the stock is converted into voting and 
nonvoting stock and (2) the establishment 
of a private foundation. The nonvoting 
stock may be contributed to the foundation, 
thereby retaining voting control in the 
iamily. In any event, and especially if some 
voting stock must be contributed to the 
foundation, the stockholdings will be in 


“friendly” hands.” 


However, a private foundation some- 
times is also used during the owner’s life- 
time to salvage control in a critical situation. 
Recent examples include the use of a foun- 
dation’s funds to guarantee an investment 
that enabled the owners to win a proxy 
fight ® and the purchase by a foundation of 
mortgage notes of enterprises where such 
financing made possible control of the busi- 
ness by the foundation’s founders.” 


Whether a foundation should be able to 
be so used has been, and still is, a matter 
of continuing concern in the Service. Con- 
gressional committees have also been con- 
cerned with the question of the extent to 
which a foundation should be permitted to 
be a principal security holder of a business. 
Fairly strict limitations proposed in the 
House revenue bill of 1950“ were watered 
down in the Senate to the present form of 
the statute. More recently, the Reece Com- 
mittee of the House has suggested a limit 
of 5 per cent to 10 per cent of the capital 


of a foundation in any one enterprise.” 


An analogous situation exists in the case 
of a pension trust purchasing stock of the 


* The Ford Foundation is frequently referred 
to as an example. There are, of course, others. 
See Reece Committee report, cited at footnote 22 

%® See description of the role of the Roy Frue- 
hauf Foundation in Ross, ‘“‘Foundations Estab- 
lished by Individuals,"" Proceedings of New 
York University Fourteenth Annual Institute on 
Federal Taxation (1956), pp. 115, 118-119. 

” Cummins-Collins Foundation, cited at foot- 
note 37. 

" See footnote 16. 

# Reece Committee report, cited at footnote 
22, at pp. 216-217. This recommendation would 
include a period to reduce excessive holdings. 
Compare New York General Corporation Law 
Sec. 34, prohibiting a contribution to charity 
resulting in a holding by the charity of more 
than 10 per cent of the voting stock of the 
donor corporation or its subsidiary. 

* Code Sec. 401(a). 

“T. D. 6203, approved September 24, 1956. 
Sec. 1.401-1(b)(5): Regs. 118, Sec. 39.165-1(a) (6) ; 
Rev. Rul. 46, 1953-1 CB 287. See, however, pro- 
posed regulations under Sec. 503 (prohibited 
transactions), relating to loans without ‘“‘ade- 
quate security’’ as a prohibited transaction, in 
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employer corporation. A qualified pension 
trust must be “for the exclusive benefit of 

employees or their beneficiaries.” “ 
The Treasury’s regulations have long rec- 
ognized that a pension trust may invest in 
the stock of the employer corporation, but 
such investments are subject to scrutiny to 
assure that they are not devices for im- 
proper diversion of funds.“ However, the 
law expressly recognizes as qualified a 
stock-bonus plan in which the principal or 
only asset of the trust for the employees’ 
benefit is stock of the employer corpora- 
tion and the Code provides an additional 
benefit in reduced taxes where stock of the 
employer corporation is distributed by a 
qualified pension, profit-sharing or stock- 
bonus trust to employees on termination of 
services.” In a recent ruling, the Service 
has approved the purchase by a pension 
trust of stock of the employer corporation 
where a purpose of such purchase was to 
maintain the present management in control.“ 


In the case of a private charitable founda- 
tion, there is no point in denying that 
investments may also serve private pur- 
poses, as maintenance of management con- 
trol obviously does. A private foundation 
always provides benefits for those in a 
position to control it, for that is the very 
nature of a private foundation. Denial of a 
foundation’s exemption if there were any 
benefits at all to the founder or his family 
would be to employ a standard that would 
practically eliminate private foundations. 
The test should be the use of economic 
capacity or power of the foundation or, in 
relation to investments, whether the invest 
ment, as such, is advantageous to the exempt 
purposes of the foundation.® 


which the statement is made: ‘‘Stock of a bor- 


rowing corporation and unsecured debentures 
of a borrower do not constitute adequate secu- 
rity under that section."" Sec. 1.503(c)-1(b). 
See also Rev. Proc. 56-33, I. R. B. 1956-42, 94 
as to determination letters and rulings on ‘‘pro- 
hibited transactions."’ 

*" Code Sec. 40l(a): T. D. 6203. approved 
September 24, 1956, Sec. 1.401-1(b) (1) (iii). 

* Code Sec. 402(a)(2), capital gain on distri- 
butions of employer’s stock on termination of 
employment does not include net unrealized 
appreciation on such stock. 

* Rev. Rul. 56-223, I. R. B. 1956-21, 8 

*In Rev. Proc. 56-33, I. R. B. 1956-42, 94-95 
the Service expressed its attitude as follows: 
“Investments by an exempt organization must 
be consistent with, and aid in effectuating, its 
charitable, educational, or other purpose or 
function constituting the basis for its exemp- 
tion under section 501(a) of the Code. Invest- 
iments by an exempt employees’ trust must be 
consistent with the primary purpose of such a 
trust, which is that it be maintained and oper- 
ated for the exclusive benefit of employees of 

(Continued on following page) 
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The courts have indicated that they will 
not interfere where the investment is amply 
secured, offers a reasonable return and is 
considered attractive by others who might 
invest,” but they will deny exemption whiere 
the purchase of stock is for the: primary 
purpose of operating a business.” Ad- 
mittedly, this line is difficult to draw and 
it can be expected that the courts will 
be reluctant to determine that the con- 
tinued holding by a foundation of a par- 
ticular stock or security is disadvantageous 
to the accomplishment of its charitable 
purposes.” 

While the use of a foundation’s invest- 
ments as a method of maintaining manage- 
ment control has frequently been cited as a 
problem, no real solution has been offered. 
Legislation which would limit a foundation’s 
percentage of investment in one enterprise 
hardly seems to be a long-range solution. 
Multiple foundations, a combination of family 
and foundation holdings, and the possibility 
of “working control” with a minority of 
stock would all militate any such mechani- 
cal solution. 


As a matter of fact, the problem, if there 
is one, is not a tax-law problem as to the 
choice of investments, but rather a part of 
the over-all result of the fostering of foun- 
dations by our tax laws. There may be 
an interest on the part of some in breaking 
up family control of a business, but it is 

that the greater public interest 
the total effect of more and more 
of the nation’s wealth going into tax-exempt 
funds. The capital of these exempt funds 
is going to be invested and unless or until 


believed 
lies in 


there is a reappraisal of the desirability of 
fostering the creation of such funds, the 
particular enterprises in which such funds 
are invested is not so important.” Hence, 
it is believed that under the present tax 
law, liberality as to maintenance of invest- 
ments by private foundations is consistent 
with our general approach. This has been 
symbolized by the statement of the Senate 


(Footnote 48 continued) 
for] their beneficiaries. Toward these ends, 
the following requisites are to be observed: 
The cost must not exceed fair market value at 
the time of purchase, a fair return commensu- 
rate with the prevailing rate should be pro- 
vided, sufficient liquidity should be maintained 
so as to permit distributions in accordance with 
the stated purposes, and the safeguards that 
a prudent investor would look to should exist."’ 

#® Cummins-Collins Foundation, cited at foot- 
note 37, 

%® Lesavoy Foundation, cited at footnote 20 

% See Reece Committee report, cited at foot- 
note 22, at p. 217. A recent case evidencing 
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Finance Committee in 1950 that “if these 
deductions are not allowed still larger funds 
would be lost to private charity.” ™ 


Use of foundations for “bail-outs.”—-The 
use of a foundation to “bail out” the owners 
of a business presents a somewhat different 
question than the use of a foundation for 
preserving management control of the busi- 
ness. In the latter case, the foundation 
preserves managements upon which the 
foundation is probably dependent for the 
maintenance of the value of investments 
already made and for future contributions. 
In a “bail-out” operation, the foundation 
is buying property or a business from per- 
sons who are getting out, and the principal 
role of the foundation is to make the exit 
profitable. 


There are, of course, many forms of bail- 
outs. The one that has gained most notoriety 
is based on the simple concept of buying a 
business with its own earnings. The seller, 
S, receives installment payments which are 
capital gain; the earnings of the corporation, 
C, are funneled out as the purchase price. 
Thus, S receives, as capital gain, earnings 
that he could not otherwise afford, by 
reason of high tax brackets, to receive. 
For this he is willing to surrender his right 
to future earnings after he has been paid.” 
Prior to the Revenue Act of 1950, the 
foundation, F, might acquire the stock of 
C directly and use tax-exempt income of C 
to pay off S. However, the 1950 legislation 
denying exemption to feeder corporations 
has fairly well put a stop to this device.” 


However, another form of the bail-out 
transaction may be attempted by some 
today. S sells to foundation, F, which 
leases to new corporation, C2, which pays 
rent to F, which pays S. The rent paid by 
C2 is deductible from its taxable income 
(and may absorb nearly all of C2’s income). 
If F is not taxable on the rent, S may 
receive the full payment as capital gain. 
There are other details to such arrange- 
ments, but the general pattern is clear. 





this attitude of permitting large purchases for 
investment in the corporation's stock is Samuel 
Friedland Foundation, cited at footnote 34. 

* Except where the foundation is used for 
competitive advantage, and the tax laws have 
been directed to curb such use. 

8S. Rept. 2375 (8lst Cong., 2d Sess.), p. 39. 

54 In some bail-out operations, the seller seeks 
to retain this right by a long-term management 
contract. But see the Kolkey case, discussed at 
“Use of foundations for ‘bail-outs’,’’ above. 

55 Code Sec. 502. See Moore and Dohan, 
‘Sales, Churches and Monkeyshines,"’ 11 Taz 
Law Review 87, 102 (1956). 
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The statute directly limits this device to 
the extent that real property is involved, 
for where real property is leased for a 
term of more than five years, the founda- 
tion™ may be taxable on part of the rents 
(in the ratio of the indebtedness on the 
property to the adjusted basis of the prop- 
erty).” However, as noted, this limitation 
does not apply to leases of real estate for 
less than five years nor to separate arrange- 
ments with respect to inventory, receivables 
and other tangible and intangible property 
of the business.” 


The government has attacked the bail-out 
devices on the basis of the noncharitable 
effect of the “whole package.” It is liti- 
gating such cases under the pre-1950 law, 
although in the Ohio Furnace Company 
case™ it received a setback. With respect to 
the present law, it has issued Revenue 
Ruling 54-420,” in which it denied exemp- 
tion to the foundation on the grounds that 
(1) the foundation lent itself to business 
purposes of the founder and was not en- 
gaged in exempt activities, (2) the rents or 
royalties received were unrelated trade or 
business income and (3) the use of the 
rents or royalties to pay indebtedness was 
an accumulation which might, in fact, be 
unreasonable. In addition, and perhaps 
most important of all, the ruling points 
out that the “sale” might not be recog- 
nized and, hence, the capital gains treat- 
ment would be lost to the seller.” 


In the more recent Kolkey case™ the 
government won an important victory by 
attacking the capital gains nature of the 
“sale.” The case involves the pre-1950 law, 
but establishes principles applicable under 
the present law. The case is a complex one, 
but its principal facts are as follows: Three 
individuals—Kolkey, Perel and Cowen— 
owned all the stock of Continental Pharma- 
ceutical Corporation, distributors of a product, 
“Kyron.” Survey Associates, Inc., a tax- 
exempt organization, was interested by 
“finders” in purchasing the business, but 
Survey would only risk $1,000 for this pur- 


pose. In 1949, Kyron Foundation, Inc., 
was formed, and all its stock issued to 
Survey for minimum capitalization, under 
the Delaware law, of $1,000. Kolkey, Perel 
and Cowen sold all their Continental stock 
to Kyron Foundation for interest-bearing 
notes in the face amount of $4 million, pay- 
able over ten years. They also received as 
collateral the entire stock of Kyron Foun- 
dation and the signed but undated resigna- 
tions of all the Kyron directors and officers. 
Payments of principal and interest on the 
notes were dependént on earnings and were 
subordinated to a payment of dividends 
($75,000 first year, $100,000 thereafter) to 
stockholders (that is, Survey). In the 
event of a default or other breach, the 
notes would be immediately due and pay- 
able, and the holders (Kolkey, Perel and 
Cowen) could sell the Kyron stock or buy 
it themselves (with the notes), so that they, 
in effect, could revest the ownership in 
themselves. Kyron was to establish a re- 
serve of 60 per cent of its earnings, after 
taxes and dividends as described above, to 
pay the notes. 


Kyron Foundation immediately liquidated 
Continental. It also gave Cowen, Perel and 
Kolkey management contracts for seven 
years, with annual salaries of $25,000 each. 
Kyron also paid $400,000 immediately on 
the notes, such sum being obtained by 
Kyron from $50,000 in cash from Conti- 
nental’s bank account and $350,000 from 
pledging at a discount Continental’s ac- 
counts receivable. Kolkey, Cowen and Perel 
conducted the business operations of Kyron, 
in the capacity of “managers,” in substan- 
tially the same manner as they had con- 
ducted the business before. 


It soon became evident that Kyron could 
not pay the dividends, interest and principal 
pursuant to the above arrangements. After 
paying $43,750 in “dividends” to Survey, 
Cowen and Perel paid Survey $5,000 for all 
the stock of Kyron. This was within the 
first year of operations of Kyron. Cowen 
and Perel then purported to assign the 





%* The statute exempts a church, a conven- 


tion, or association of churches, and contains 
other exemptions, that is, for leases of premises 
in a building occupied by a foundation and 
leases substantially related to the exercise or 
performance by the organization of purposes 
constituting the basis of its exemption (other 
than the need for funds for such purposes). 

| Code Sec. 514(a). 

58 Code Sec. 514(d) subjects personal property 
to the same rules as real property if the per- 
sonal-property lease is ‘‘made under, or in con- 
nection with, the lease of such real estate."’ 
One method employed to avoid this is the pur- 
chase by the lessee of such personal property. 
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5° Cited at footnote 8. See also Knapp Brothers 
Shoe Manufacturing Corporation v. U. S., 56-2 
ustc § 9775 (Ct. Cls.) 

* 1954-2 CB 128. 

* This would be on the factual basis that the 
‘‘sale’’ was a sham or no present sale “as made. 
Cf. Rev. Rul. 55-36, I. R. B. 1955-4, 21 (in which 
a transfer of stock to a controlled corporation 
as a step in making a charitable contribution 
was ignored). See also Rev. Proc. 56-33, 1956-42, 
I. R. B. 94, discussed at footnote 66. 

® CCH Dec. 21,973, 27 TC —, No. 4, decided 
October 18, 1956. 








Kyron stock to a third party as “Trustee 
for a charitable, religious and educational 
Trust” which was not then in existence. 
The Tax Court found as a fact that, there- 
after, Cowen and Perel dominated and 
controlled all the operations of Kyron, and 
no one other than Cowen, Perel and Kolkey 
had any equity-capital interest in Kyron. 
The court also found as a fact that at the 
time the stock of Continental was “sold” 
to Kyron for $4 million in corporate notes, 
the fair market value of such stock was 
not more than $1,100,000. 


The Tax Court held that Kolkey, Cowen 
and Perel had maintained such control 
over the business that they were not “credi- 
tors” and that, despite the form of the 
transaction, they should be treated as having 
contributed the stock of the reorganized 
business to Kyron, as to which they were 
equity-capital investors. Hence, all amounts 


paid to them were, to the extent of the 
earnings and profits, taxable dividends to 
chem 

The court further held that Kyron was 


not exempt because “the dominant purpose 
for the organization and operation of Kyron 
was not to aid charity, but rather to provide 
for the inurement to said individuals, as 
equity-capital investors, of most of the net 
income of the enterprise.” Thus, the denial 
of exemption is placed squarely on the statu- 
tory ground that the foundation’s actions 
inured to benefit of private individuals. 


Although the Kolkey case involves some 
lurid facts, the government’s attack on it 
is fair other bail-out trans- 
actions that, despite the form of the “sale,” 
it will view the whole 
package. 


Warning for 


arrangement as a 
The Kolkey case also gives sup- 
port to the new argument being advanced 
by the government that such transactions, 
despite formalities of transfer of title, are 
not the kind of dispositions of property for 
which capital gain treatment is intended. 
Finally, the Kolkey case represents a re- 
vitalization of basic statutory concepts 
(without regard to the frills added in 1950) 
that a foundation so used is not organized 


or operated primarily for charitable pur- 


poses and is being used for the benefit of 
private individuals. 


Admittedly, there can be situations in 
which a foundation will purchase stock 
from the owner of a business where the 
purchase is very advantageous to the chari- 
table purposes of the foundation.” It can 
be expected, however, that the Treasury 
will attack devices which have as their 
purpose the production of capital gains to 
the “seller” and little or no prospect of 
benefit to charity. The present law should 
be sufficient to prevent abuses in the nature 
of shams. The real problem is whether 
excesses may force legislation which would 
be harsh, such as extending the tax on 
unrelated business income to any income 
(not just rentals on real estate leased over 
five years) where there is indebtedness 
incurred by the foundation.“ The responsi- 
bility of the tax adviser to prevent such 
attempted excésses is a real one. 


Purchases of property from the donor.- 
Another growing area of transfers to foun- 
dations involves transfers of unrealized 
appreciation of particular properties. In 
a typical case, taxpayer, T, owns property 
with a cost of $2,000 and a present value 
of $5,000. He borrows $2,000 on the prop- 
erty and then contributes the property, sub- 
ject to the liability, to the foundation, F. 
In another case, T, instead of borrowing 
$2,000, sells the property to F for $2,000 
cash. As another variant, T may sell the 
property to F for installment payments of 
$500 a year for four years. In each case T 
will claim $3,000 as a deductible contribu- 
tion. In each case the taxpayer has turned 
his potential capital gain into cash by 
means of a charitable-contribution deduction. 


Where the transaction is with a public 
foundation, the gift of the value in excess 
of cost should be recognized, and the donor 
should not be treated as in receipt of gain.® 
However, where the transfer is to a con- 
trolled foundation, the Service takes a different 
attitude.” The primary reasons the gift of 
the appreciation to a public foundation 
should be recognized are that the arm’s- 


length nature of the transaction supports 





* Such advantages are evident in C. F. Mueller 
Company v. Commissioner, 51-1 ustc {§ 9360, 190 
F. (2d) 120 (CA-3), rev’'g CCH Dec. 17,652, 14 
TC 922, for the benefit of New York University, 
and Hastman Corporation, CCH Dec. 18,407, 16 
TC 1502, for the benefit of Amherst College. 

** See Moore and Dohan, work cited at foot- 
note 55, at p. 104. 

® This should be treated the same as a contri- 
bution of appreciated property (Rev. Rul. 55-138, 
I. R. B. 1955-11, 15; Rev. Rul. 55-531, I. R. B. 
1955-34, 17 
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* This difference in attitude is indicated in 
Rev. Proc. 56-33, 1956-42 I. R. B. 94, in which 
the Service announced it would not issue ad- 
vance rulings in ‘‘prohibited transaction'’ cases, 
except in certain cases of loans with adequate 
security; furthermore: ‘‘Included in this ‘no rul- 
ing’ area are such transactions as sales-and-lease- 
backs, gift-and-lease-backs, and other rental 
transactions, of real or personal property, either 
directly or indirectly, with the creator or re- 
lated or controlled interests."’ 


TAXES —The Tax Magazine 





a gift motive and that the foundation is 
given a value which is equivalent to cash 
(that is, it may immediately sell the prop- 
erty); howevér, where the donor is in con- 
trol of the foundation, the contribution may 
be attacked on the following grounds: 


(1) Where there is a contribution to the 
foundation subject to a liability, the con- 
tribution has, under the facts stated, sold 
two fifths of the property for the assump- 
tion of liability and contributed the balance; 
accordingly, only two fifths of his basis (or 
$800) is applicable to the sale and, hence, 
gain in the amount of $1,200 is realized.” 


(2) Where the foundation in fact retains, 
or by the terms of the transaction is re- 
quired to retain, the property, it may be 
questioned whether in fact the foundation 
will benefit from the appreciation. For 
example, if property is transferred and the 
foundation is required to retain the prop- 
erty until the installments are fully paid 
to the donor, how will the “charitable 
contribution” be determined? 


(3) If the donor arranges for the sale of 
the property by the foundation coincident 
with his sale or contribution of the property 
to it, is the gain on the last sale realized 
by the foundation or realized by the donor 
and contributed by him to the foundation? 
In Johnson v. Wiseman,® the government 
unsuccessfully sought to tax the donor. In 
other cases, it has attacked—also unsuccess- 
fully—the exemption of the selling founda- 
tion on the ground that the foundation was 
not engaging in exempt activities.” 

Transactions of the above type with con- 
trolled foundations can be expected to continue 
to be considered troublesome by the Serv- 
ice. Accordingly, a general rule in this field 
of activity is difficult to enunciate. The 
possibilities of trouble, however, underscore 
the importance of public representation on 
the board of the foundation and arm’s- 
length dealing. 


Foundations Engaged 

in Controversial ‘‘Educational”’ Fields 
The the permissible 

“educational” activities of foundations has 

been with us for a long time; but, as the 


issue of scope of 


* It has been held in a special ruling that a 


transfer of appreciated property for a private 
annuity resulted in gain to the extent of the 
value of the annuity in excess of basis and a 
charitable contribution to the extent of the ex- 
cess of the value of the property over the value 
of the annuity. 

* Cited at footnote 18. 

*” Alan Levin Foundation, CCH Dec. 20,953, 24 
TC 15 (1955) (acq.); Stevens Brothers and the 
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size and number of these tax-free funds have 
increased, the issue of the use of such funds 
in social and political fields has assumed 
more prominence. Here the choice of using 
tax-free funds to subsidize a foundation’s 
viewpoint or paying taxes to the govern- 
ment becomes tinged with emotions that 
make the legal issues difficult to discern. 


Questions as to the use of a foundation’s 
funds for controversial educational pur- 
poses are not restricted to private founda- 
tions, but may arise as to community-type 
foundations or others with a broad base 
of contributors. However, the problem is 
essentially one of a controlled foundation, 
because the foundation may be expressing 
views of its private backers. The statutory 
problem centers primarily on the meaning 
of the term “educational.” In addition, in 
appropriate consideration must be 
given to the statutory prohibition that “no 
substantial part of the 
carrying on propaganda, or otherwise at- 
tempting, to influence legislation, and which 
does not participate in, or intervene in 
(including the publishing or distributing of 
statements), any political campaign on be- 
half- of any candidate for public office.” ” 
The statutory pattern is somewhat 
confused by the fact that a separate exemp- 
tion is provided for “civic leagues or organi- 
zations not organized for profit, but operated 
exclusively for the promotion of social 
welfare.”" However, contributions to the 
latter type of organizations are not de- 
ductible as “charitable or educational” 
contributions. 


cases, 


activities .. . is 


also 


The history of the interpretation of the 
above provisions is a long and involved one. 
The Service attempted to take a position 
distinguishing between educational and propa- 
ganda activities.” The courts, however, 
took a more liberal attitude in line with the 
presumed purpose of the statute, refusing 
to deny exemption merely because an or- 
ganization sought to promote a particular 
point of view on a controversial subject. 
This approach was symbolized by the state- 
ment of the Circuit Court of Appeals for 
the Second Circuit in 1930: “We cannot 
discriminate unless we doubt the good faith 
of the enterprise.” * 

Miller Hutchinson Company, Inc., CCH Dec 
21,205, 24 TC 953 (1955) 

” Code Sec. 501(c)(3) 

™ Code Sec. 501(c) (4). 

7 See committee hearings 
7, at p. 431. 

® Slee v. Commissioner, 2 ustc © 552 


184 (CCA-2). 


cited at footnote 


42 F. (2d) 











The subject has remained in a shadowy 
area with no attempt through legislation— 
except the above-quoted provisions relating 
to political activity—to clarify the meaning 
of the term “educational.” The problem 
has become more difficult as concepts of 
education have broadened to encompass 
community concern for a whole host of 
social, political and international problems. 


In the recent case of Estate of Anita Mc- 
Cormick Blaine," the Tax Court denied a 
deduction to a Mrs. Blaine who supplied 
the funds for the support of the Founda- 
tion for World Government. The court 
held that the foundation could not be classed 
as “educational” because its primary pur- 
pose was to promote organizations and 
causes leading to world government. It is 
interesting to note that the Service classed 
the foundation as exempt as a social-wel- 
fare organization.” 


In 1954 the Service sought to clarify the 
situation by a statement of the standard 
under which it determined whether a foun- 
dation qualified as an exempt educational 
organization. The statement is as follows: 


“On the basis of these judicial precedents, 
we must conclude that it is now reasonably 
established under the law that an organiza- 
tion may have as its ultimate objective the 
creation of a public sentiment favorable to 
one side of a controversial issue and still 
secure exempt status under section 101(6), 
provided it does not, to any ‘substantial’ 
degree, attempt to influence legislation, and 
provided further that its methods are of an 
educational nature.” “ 


This statement, however, obviously con- 
tains generalities necessary to the subject, 
and in recent years the difficulties of dis- 
tinctions between organizations has become 
even more apparent.” 


Congressional committees have in. the 
meantime taken a critical interest in this 
field bccause of the obvious power of foun- 
dations, particularly the larger ones, to 
affect public opinion and even to influence 
the course of political thinking. Such Con- 
gressional interest has centered upon or- 
ganizations such as the Fund for the Republic, 


Facts Forum and the Institute of Pacific 





™ CCH Dec. 20,554, 22 TC 1195 (1954). 

*® P. 1210 of opinion. 

% See hearings cited at footnote 7, at p. 433. 

™ Compare with Blaine the decision in Bureau 
of Jewish Employment Problems v. U. 8. (DC 
Tll., 1954). See 42 American Bar Association 
Journal 773-774 (1956). 
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Relations, among others.” To some extent 
this has also reflected itself in a re-exami- 
nation by the Service of the exemption of 
other foundations in controversial areas and 
an apparent tightening of the position of 
the Service, particularly with regard to ac- 
tivities that might be of a political nature.” 
The Service is re-examining the exempt 
status of many foundations in an attempt to 
determine whether their primary purpose 
is the promotion of a cause rather than 
educational activities. The Blaine case is 
indicative of the line attempted to be drawn. 


The recently proposed regulations of the 
Treasury Department are a vast improve- 
ment over the prior regulations for the 
reason that, for the first time, they attempt 
to state in the regulations the standard 
that the Service is seeking to apply.” The 
proposed regulations are based substantially 
upon the standard announced in 1954, with 
some elaboration. Key provisions are as 
follows: 

“In the determination of whether an 
organization is exempt under this section 
consideration will be given not only to the 
purposes for which it was organized, and 
the powers it possesses, but also to the 
methods of its operation. To qualify as an 
exempt educational organization the meth- 
ods employed by it must in fact be educa- 
tional. Thus, not only the purpose but also 
the activities of such an organization must 
be designed to disseminate knowledge and 
basic factual material rather than unsup- 
ported opinion. The fact that an organiza- 
tion has a particular viewpoint, or takes 
a particular position, with respect to the 
subject or subjects presented by it, and 
that it openly advocates such position, will 
not of itself operate to deny exemption if 
in its presentation of the subject or subjects 
there is a full exposition of the facts upon 
which the advocated position is premised 
whereby the individual or the public may 
form independent opinions or conclusions 
based upon a fair presentation of pertinent 
factual material. Conversely, exemption 
may not be allowed under this section to 
an organization whose principal function, 
accomplished through its publications, lec- 
tures, or other media, is the presentation of 
opinion without pertinent facts which would 





™% The exemptions of the Institute of Pacific 
Relations and of the American Institute of 
Pacific Relations, Inc., were withdrawn by the 
Service in 1955. 

™® But compare the liberal 
court in Seasongood, 56-1 vustc 
(2d) 907 (CA-6). 

® Proposed regulations under Sec. 501 issued 
January 21, 1956, Sec. 1.501(c)(3)-1(c) and (e). 
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permit the individual or the public to reach 
independent and informed conclusions. 


if substantially all of the activities 
of an otherwise exempt educational organi- 
zation are devoted to its exempt purpose 
the incidental publication of books or the 
giving of lectures which advocate or oppose 
an issue which is, or may be, the subject 
of legislative concern, or the presentation 
of a principle, idea, or belief the public 
support of which might ultimately result 
in legislation, will not of itself require denial 
of exemption. However, exemption will be 
denied if a substantial part of the activities 
of an organization consists of activities such 
as the publication or distribution of mate- 
rials which present but one side of an issue 
and advocate legislation thereon, or the 
solicitation of the votes of legislators for or 
against legislative proposals, or the pre- 
sentation at a political convention of issues 
on which legislation is sought. In deter- 
mining whether such direct efforts to in- 
fluence legislation are substantial, they must 
be considered in connection with all other 
activities of the organization.” 


“ 


The proposed regulations should be help- 
ful in indicating the factual basis required 
by the Service for exemption but, at the 
same time, the proposed regulations reveal 
the basic difficulties in attempting to deter- 
mine what is “educational” by the factual 
standards so set. For example, an educa- 
tional organization, which takes a particular 
position will not be denied exemption under 
the regulations “if in its presentation of the 
subject or subjects there is a full exposition 
of the facts upon which the advocated posi- 
tion is premised, whereby the individual or 
the public may form independent opinions 
or conclusions based upon a fatr presenta- 
tion of pertinent factual material.” From 
the viewpoint of the organization, a “full 
exposition of the facts” may be impractical. 
Moreover, when is an exposition of facts a 
“full exposition”? What is a “fair presenta- 
tion of pertinent factual material”? From 
the viewpoint of the Service, these tests 
would seem to place on the Service the task 
of keeping fully apprised of all statements 
by the organization and analyzing them in 
detail as to their factual content. Who is to 
make this analysis and who is to exercise 
the judgment necessary to a determination 





as to whether there has been a “fair pre- 
sentation of pertinent factual material”? 


These questions are indicative of basic 
problems involved in promoting “educa- 
tional” activities through the tax system. 
The difficulties are not with the type of 
analysis which the regulations call for, but 
with the subject matter. The tests stated 
in the regulations are substantially as re- 
quired by court decisions, and no simpler 
approach to a definition of the term “edu- 
cational,” within the meaning of the present 
tax laws, has been suggested. This leaves 
the Service with the responsibility of policing 
a federal-aid-to-education program for all 
varieties of “educational” organizations, with 
the power—at least initially—to impose a 
penalty of loss of tax benefits for non- 
compliance.” 


The difficulties of the Service in policing 
this field arise from many sources. The 
rapid growth of exempt organizations of all 
kinds is a factor. A related factor is the 
shortage of revenue personnel needed to 
administer the tax laws in this, as well as 
in other, fields.” Most important, however, 
is the nature of the subject, for the deter- 
mination of whether a particular activity is 
“educational” is not by its nature a “revenue 
matter.” It has none of the financial ele- 
ments that are the natural province of tax 
administration. While it is true that the 
Service is frequently called upon to make 
difficult determinations, such as the valua- 
tion of stock, mineral reserves and depre- 
ciation, such determinations are in familiar 
areas where financial facts are involved. 
Internal Revenue Service personnel are 
not by their training especially qualified to 
determine whether an organization mea- 
sures up to good “educational” standards, 
although characteristically they attempt to 
do so as objectively as possible. Their diffi- 
culties and those of the courts can be ex- 
pected to increase if there is a continuation 
of the present trend toward more founda- 
tions, broadening concepts of education and 
deeper controversy over certain phases of 
community and international relations. 


The importance of the federal tax subsidy 
to “educational” organizations would seem 
to call for some consideration of national 
policy from an educational viewpoint. This 
is hardly likely so long as the law is con- 





% The policing power of the Service lies 
largely in the denial of the deductions of con- 
tributors, since many of these organizations 
will have no net income or may be exempt as 
social welfare organizations under Code Sec. 
501(c)(4). It may be noted that some of the 
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standards under the Treasury Regulations for 


“‘educational’’ activities in controversial areas, 
if strictly applied, might be higher than would 
be employed in some schools. 

™@= Report cited at footnote 22, at pp. 16, 22, 
213-214. 
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“And do as adversaries do in law. 
Strive mightily, but eat and 
drink as friends.''—Shakespeare. 


sidered merely a phase of tax administra- 
tion. Under the circumstances, an approach 
to this matter in the future might take one 
of the following three courses: 

(1) Congress could by legislation largely 
remove the present difficulties by limiting 
the exemption and the deduction for contri- 
butions to educational organizations which 
normally maintain a faculty and curriculum 
and normally have an enrolled body of 
students in attendance at the place where 
its educational activities are regularly car- 
ried on.” However, Congress is not likely 
to do so for the reason that this would 
eliminate the worth-while activities of many 
educational organizations in broader fields. 

(2) Absent such restrictive legislation, 
the Revenue Service would be justified in 
construing the statute liberally in order to 
eliminate the danger of censorship by the 
government or the temptation to 
between good and bad causes.™ 

(3) The determination of “educational” 
activities and the development of a national 
policy thereon might be made the responsi- 
bility of a specially constituted group. The 
establishment of such a group would be in 
recognition of the fact that educational 
policy is not a function of the Revenue 
Service. The group might be in some other 
department or an independent agency of the 
government. It would have to be staffed 
with trained personnel having qualifications 
which would assure objectivity.” The group 
would certify to the Service whether an or- 
ganization was “educational.” The Service 
would still have responsibility for applying 
the tax laws as to other requirements of 
the Code relating to the financial operations 
of the organization. There is precedent fot 
this procedure in many phases of the tax 
where the Service acts on the 
of a certification or finding by another gov- 


choose 


laws, basis 


ernment agency which has_ responsibility 
for policy in a specialized area. Examples 
include certification by the Office of De- 
fense Mobilization of emergency facilities 
for five-year amortization,” denial of exemp- 
tion to subversive organizations upon a find- 
ing by the Subversive Activities Control 
Board™ and certification by the State De- 
partment of foreign countries granting “equiv- 
alent exemptions,” upon the basis of which 
the compensation of their employees will 
be exempt from the United States income 
tax.” 

The suggestion for transferring to another 
agency the responsibility for determining 
and policing “educational” activities that 
would be eligible for benefits under the tax 
laws is not intended as a reflection on the 
competency of the Service personnel. Such 
determinations and policing just should not 
be the kind of jobs Revenue Service auditors 
should be expected to perform. The sug- 
gested transfer would permit the Service 
to concentrate more fully on the many real 
tax problems facing it in the exempt-or- 
ganizations field and other phases of the 
tax laws. 


Conclusion 

The three major issues discussed in this 
represent only part of the many 
problems in the exempt-organizations field. 
The awareness of so many problems and 
the importance of this field not only from 


paper 


a tax-law view, but also in respect of 
economic, social and political matters is 
long overdue. The issues discussed here 


demonstrate another important fact, namely, 
that the responsibilities of tax advisers and 
tax administrators are particularly inter- 
mingled in this field. This stems from the 
fact that the elements that form the basis 
for exemption from tax involve a concept 
of public trust. this fact 
will go a long way toward self-policing of 
the field and protection of the tax benefits 


that the law, provides. [The End] 


Recognition of 





8 See 
(b) (2). 

% See 42 American Bar Association Journal 
773-775 (1956). Such liberality is not to be con- 
fused with the treatment of subversive organiza- 
tions as to which Congress has enacted special 
legislation denying exemption See Internal 
Security Act of 1950, Sec. 11(b), 50 USC Sec 
7T90(b) 

™ The Service by tradition and 
assured objectivity and protection of the reve- 
nue. With proper safeguards these achieve- 
ments should not be lost. 

* Code Sec. 168. 

% Internal Security Act 
50 USC Sec. 790(b). 
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* Code Sec. 893. Other examples include ex- 
clusion from income of payments for mining of 
critical and strategic minerals or metals as ap- 
proved by other agencies (Code Sec, 621): ex- 
emption of cost-of-living allowanves of govern- 
ment employees in accordance with regulations 
approved by the President (Code Sec. 912) 
exclusion of amounts placed in a construction 
reserve fund approved by the Maritime Commis- 
sion (Sec. 511, Merchant Marine Act): nonrecog- 
nition of gain on sales or exchanges certified by 
the FCC to be necessary to effectuate its poli- 
cies (Code Sec. 1071): similarly as to transfers 
in obedience to SEC orders (Code Sec. 1081). 
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Troublesome Will Provisions 
By WILLIAM K. STEVENS 


Mr. Stevens is a trust officer, The 
First National Bank of Chicago. 


\ 7TE CAN NEVER EXPECT all wills 

to be kept completely up to date in the 
light of constantly changing income and 
estate tax laws. Once a will has been placed 
in a form which adequately expresses a 
testator’s wishes with respect to the dis- 
position of his property and the benefits 
he wishes to confer upon the objects of his 
bounty, it may be placed in a safe deposit 
box and forgotten. It is no surprise to find 
that almost every year some wills are ad- 
mitted to probate that contain antiquated 
provisions designed in terms of the pre-1942 
tax law, the pre-1948 tax law or the pre-1954 
tax law. The lethargy on the part of the 
testators who fail to have their will plans 
reviewed every two or three years is under- 
standable even though they are carefully 
warned in this regard by their counsel. 
There is no complete answer to the prob- 
lem of keeping wills current, and there are 
sure to be times in the future when execu- 
tors will be confronted with administrative 
problems in handling estates governed by 
wills which are outmoded taxwise. 

It is less understandable to see the slow- 
ness with which will provisions themselves 
are modified as a result of changes in the 
tax laws, and problems are developing with 
respect to will provisions which only a few 
short years ago were considered clearly 
adequate. Tax developments indicate a need 
for reappraisal of certain fairly standard 
will clauses. 

In the following discussion, points at 
which modified or new provisions may be 
in order will be indicated and certain fairly 
common errors will be discussed. The em- 
phasis will be upon six types of provisions, 
important from a tax viewpoint: tax clauses, 


simultaneous death clauses, gifts and be- 
quests, provisions dealing with estate in- 
come, marital deduction provisions, and 
provisions for charity.’ 


Tax Provisions 


There are three items which should be 
considered in formulating a tax clause. 
First, the payment of the federal estate tax 
should be covered in a way so as not to 
impair a marital deduction or a charitable 
deduction; second, the right of reimburse- 
ment with respect to beneficiaries of life 
insurance and property subject to a power 
of appointment should be asserted or waived; 
and third, the source of funds for state 
inheritance taxes and succession taxes of 
other jurisdictions should be stated. 


Not so many years ago, it was customary 
for a will to provide simply that all taxes 
were to be paid out of the residue of the 
estate. In a recent the Tax Court 
considered a will which directed that the 
residue of the testator’s estate be divided 
into two parts, one to be held in trust for 
the wife with income to her for life and 
with unlimited power in her to appoint the 
remainder to herself or to her estate, and 
the other part to be divided among the 
children. The Tax Court, after pointing out 
that the wife’s trust clearly qualified for 
the marital deduction, held that the amount 
of the marital deduction was to be reduced 
The amount of the allowable marital de- 
duction had to be computed after the deduc- 
tion of the pro-rata share of the federal 
estate tax. Although the will expressly pro- 
vided that all estate taxes be paid out of 
the residue of the estate, it did not provide 
that the share for the wife’s trust was to 
be set aside before, rather than after, taxes. 


case,” 


The proposed new estate tax regulations 
provide,’ as did the old regulations, that, in 





1 There are, of course, other types of clauses 
which are equally important taxwise, but which 
are not within the scope of this article: spray 
clauses, income accumulation provisions, emer- 
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gency payment provisions, removal of trustee 
provisions, powers of appointment. etc 

* Charles Justes, 25 TC No. 80 (1955). 

* Proposed regulations, Sec. 20.2056(b)-4(c) (4) 
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de* ‘rmining the value of any property in- 
terest which passes from the decedent to 
the surviving spouse, there must be taken 
into account the effect which the federal 
estate tax has upon the net value of such 
property interest to the surviving spouse. 
The amount of the marital deduction may 
be reduced and a higher federal estate tax 
may be payable unless the will provides for 
the payment of taxes in a manner which 
will not impair the marital deduction. 


A similar result occurs with respect to a 
portion of an estate going to charity as 
with respect to a portion of an estate going 
to the surviving spouse. If one half of an 
estate is left to charity and the will simply 
provides that the taxes are to be paid out 
of the residue, the amount of the charitable 
bequest is reduced by a pro-rata share of 
the taxes. 


If one half of a $300,000 estate—$150,000— 
is distributable to a widow or to charity 
free and clear of federal taxes, a $150,000 
marital or charitable deduction would be 
allowable, and the federal estate tax would 
be $17,500. If the federal estate tax is pay- 
able out of the residue and the gift of one 
half to the widow or to charity is reduced 
by a pro-rata share of the federal estate 
tax, the widow or charity would receive 
only $139,918.42, and the federal estate tax 
would be increased from $17,500 to $20,163.17. 


The second important feature of a tax 
clause has to do with the right of reimburse- 
ment. Under Section 2206 of the 1954 Code 
it is provided that unless the decedent di- 
rects otherwise in his will the executor is 
entitled to recover from the beneficiaries of 
life insurance on the life of the decedent 
and included in the gross estate (except for 
proceeds qualified for the marital deduc- 
tion), a pro-rata share of the federal estate 
tax. The omission of a provision with re- 
spect to reimbursement places an affirmative 
duty on the executor to recover this share 
of federal estate tax from the insurance 
beneficiaries. This duty exists even though 
the insurance is left on option for the bene- 
ficiary, rather than being payable outright. 
Similarly, Section 2207 provides that unless 
the decedent directs otherwise in his will the 
executor is entitled to recover a pro-rata 
share of the federal estate tax from the 
recipients of property over which the de- 
cedent had a power of appointment. 


The accidental insistence upon reimburse- 
ment, whether from the beneficiaries of 
insurance or recipients of property subject 
to a power of appointment, is undesirable. 
For example, if the estate is in liquid con- 
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dition and the testator prefers that the 
insurance be held on option, the right should 
be waived with respect to such insurance. 
As a matter of fact, a very difficult adminis- 
trative problem results if the right is not 
waived and the insurance is left on option. 
The executor may have to recover, and the 
beneficiary may be in no position to con- 
tribute his pro-rata share of the tax. Fur- 
thermore, in a number of states, such as 
Illinois, the state inheritance tax picture 
may be changed by asserting the right. 
Insurance payable to a named beneficiary 
is exempt from Illinois inheritance tax, but 
proceeds recovered by an executor become 
an asset of the estate subject to such tax. 


The indiscriminate waiver of the right of 
reimbursement also presents problems. If 
the estate does not have sufficient liquid 
assets to cover taxes and administration ex- 
penses, it is usually desirable to require 
contribution from insurance beneficiaries. 
However, the insurance must be arranged 
so that sufficient proceeds are made payable 
outright and made available to those per- 
sons who have to contribute. In a case 
where the right of reimbursement is not 
to be waived, the tax provision should 
affirmatively state that the executor should 
seek contribution. Such a provision is not 
only psychologically helpful in dealing with 
the beneficiaries who have to contribute, 
but it helps eliminate contentions that such 
phrases as “pay all taxes on property pass- 
ing under this my Will” or “pay all taxes 
out of the residue” also imply that the right 
of reimbursement is waived. If the right to 
contribution is asserted as to life insurance, 
keep in mind that the right no longer exists 
with respect to life insurance qualified for 
the marital deduction. If the right is as- 
serted so that contribution is required even 
with respect to insurance proceeds qualified 
for the estate tax marital deduction, there 
may be situations in which the amount of 
the marital deduction is impaired. 


Marital deduction provisions of the Code 
have made it almost essential that both the 
husband’s will and wife’s will be planned 
together and, although they may wish to 
have almost identical instruments, identical 
provisions usually do not make good sense 


taxwise. If the husband’s estate is the 
larger, he may wish to waive the right of 
reimbursement, but the wife’s separate es- 
tate may be such that contribution is nec- 
essary for the payment of taxes at her 
death. In the normal situation, the tax on 
the marital trust under the husband’s will 
should, upon the wife’s subsequent death, 
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be paid from assets in the marital trust. 
Although it may be appropriate for the 
wife’s will to waive reimbursement with 
respect to life insurance, it rarely is ap- 
propriate to waive reimbursement with 
respect to property subject to a power of 
appointment, unless the wife’s separate es- 
tate is sufficiently large to cover the over-all 
taxes upon the wife’s death. 


The third requirement for a satisfactory 
tax clause is that state inheritance taxes be 
covered. It is customary to have such taxes 
paid out of the residue of the estate rather 
than charging each beneficiary’s interest 
therewith, but the tax clause must not be 
so worded as to reduce a marital‘ or chari- 
table ® deduction by reason of state i-herit- 


ance taxes. 


The proposed estate tax regulations illus- 
trate this point, If the only bequest to a wife 
is $100,000 and the spouse is required to pay a 
state inheritance tax in the amount of $1,500, 
the value for the purpose of the marital 
deduction is $98,500. If an estate is to be 
probated in two states by reason of the 
presence of real estate in a state other than 
the state of the testator’s domicile, or if 
assets are held in a foreign country which 
requires separate probate, consideration 
should be given as to the source of the tax 
moneys for the inheritance tax covering 
real property located in the jurisdiction 
other than the state of domicile. 


Simultaneous Death Clauses 


There have been three recent cases deal- 
ing with wills which provide in substance 
that the spouse is to receive distribution 
only if she survives until time of distribution 
of the estate. For example, in the case of 
California Trust Company, et al., Executors 
v. Riddell, the decedent bequeathed her en- 
tire separate California property to her hus- 
band but provided in her will that: “Should 
he predecease me or fail to survive dis- 
tribution of my estate, I give, devise and 
bequeath my entire estate to my son.” The 
decedent’s husband did survive her and 
distribution took place within six months 
after the decedent’s death. The United 
States District Court for the Southern Dis- 
trict of California held that the estate could 
not claim any marital deduction as to the 
separate property of the decedent. Similarly, 
in Allen C. Street* the Tax Court held that 
a marital deduction was not allowable where 


the decedent left his entire estate to his 
wife if she survived the date of distribution 
of his estate. In Kasper v. Keller the Dis- 
trict Court for the District of South Dakota 
considered a will which provided for the 
bequest of $100,000 to a spouse if living 
“at the time of distribution of my estate” 
and also a gift and bequest of one third of 
the residue “if living at the time of the 
distribution of my estate.” The district 
court held that the marital deduction was 
allowable, but the Court of Appeals for the 
Eighth Circuit reversed and remanded for 
a determination whether under South Da- 
kota law the language used had the legal 
effect of vesting in the widow, as of the 
time of the testator’s death, the property 
devised and bequeathed to her. The district 
court in a memorandum opinion found that 
title to the property vested undefeasibly in 
the wife at her husband’s death and, conse- 
quently, the marital deduction was allow- 
able. The proposed estate tax regulations” 
indicate, however, that a devise and bequest 
to a wife if living on the date of distribution 
of the estate is a nondeductible interest and 
does not qualify for the marital deduction. 


Traditionally, common disaster clauses 
were designed to prevent property from 
passing to a surviving spouse if the surviv- 
ing spouse would not be there to possess 
and enjoy the property. A carelessly worded 
common disaster clause—for example, a 
provision that requires that the spouse be 
living at the time of distribution—may result 
in losing the marital deduction and burden- 
ing an estate with excessive and needless 
taxes. In drafting common disaster provi- 
sions, strict attention must be paid to Sec- 
tion 2056(b)(3), which provides that an 
interest passing to the surviving spouse 
shall not be considered as an interest which 
will terminate or fail on the death of the 
spouse, if death will cause a termination of 
the interest of the surviving spouse only if 
it occurs within six months after the deced- 
ent’s death, or as a result of a common 
disaster resulting in the death of the de- 
cedent and the surviving spouse, and such 
death of the surviving spouse does not in 
fact occur. 

To obtain the marital deduction and, at 
the same time, cover the possibility that the 
wife may not be there to possess and enjoy 
the property, an express survivorship pe- 
riod not exceeding six months in length is 
appropriate. 





+ Proposed regulations, Sec. 20.2056(b)-4(c) (3). 
5 Proposed regulations, Sec. 20.2055-3. 

6 56-1 ustc f 11,592, 136 F. Supp. 7. 

™CCH Dec. 21,498, 25 TC 673 (1955). 
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8 55-1 uste § 11,501, 217 F. (2d) 744, 
* Proposed regulations, Sec. 20.2056(b)-3(d), 
Example (4). 
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It is not necessarily advantageous to have 
an estate distributed as though the testator 
survived, when he and his wife die simul- 
taneously. If the spouse had substantial 
separate property, it may be better to have 
the testator deemed the survivor, but if the 
spouse had little separate property, not 
only may the marital deduction be obtained 
for the testator’s estate, but also two $60,000 
estate tax exemptions may be made avail- 
able. Under the Illinois Simultaneous Death 
Act,” which follows the uniform act, if 
there is insufficient evidence of survivorship, 
the testator is considered to be the survivor 
unless his will provides otherwise. By his 
will he may provide for a presumption that 
his wife shall survive. This type of provi- 
sion is appropriate for the will of a man 
with a large estate, but would not be ap- 
propriate for his wife’s will if her estate is 
small. It is better, in the average case, for 
the wife’s will to contain a presumption 
that she be deemed the survivor if death 
results simultaneously, and for the hus- 
band’s will to contain a presumption also 
that his wife is the survivor. 

This matter of survivorship is expressly 
covered in the proposed estate tax regula- 
tions.“ Where the order of deaths of the 
decedent and his spouse cannot be estab- 
lished by proof, a presumption supplied by 
the decedent’s will that the decedent was 
survived by his spouse will be recognized 
to the extent that it has the effect of giving 
such spouse an interest in property in- 
cludable in her gross estate. 


It may be argued that the use of a pre- 
sumption that the spouse rather than the 
decedent was the survivor may result in 
higher administration expenses. This is true 
if distribution to her estate is required. The 
decedent’s will may, however, provide for 
a distribution into a qualifying power-of- 
appointment trust which would immediately 
terminate upon her death and be distributed 
as the wife appoints by will or to the bene- 
ficiaries of a residuary trust in default of 
appointment. With this arrangement, a pre- 
sumption that the wife survives will not 
require that the assets qualifying for the 
marital deduction under the husband’s will 
actually become part of her probate estate. 


Gifts and Bequests 


One would think that there would be little 
difficulty with a provision that simply dis- 





% Illinois Revised Statutes (1955), Ch. 3, Sec. 
192.1-192.7. 

See proposed regulations, 
2(e), 
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posed of an entire estate, such as, “I give, 
devise and bequeath my entire estate, real, 
personal and mixed, to my wife, Jane Doe,” 
or with a provision that disposed of all of 
the testator’s assets located in a certain state 
other than his state of domicile, such as, 
“I give, devise and bequeath all of my as- 
sets located in the State of Michigan to my 
wife, Jane Doe.” 

A provision of this type may cause trouble, 
for the traditional rule, excluding gifts, be- 
quests, devises and inheritances from in- 
come, has been modified so that a distribution 
of estate corpus pursuant to such a provision 
may carry the attributes of a distribution of 
taxable income. 

An estate is allowed a deduction for, and 
the beneficiaries are required to include in 
gross income, the following: (1) the amount 
of net income of the estate required by the 
terms of the will to be distributed currently 
to the beneficiaries, and (2) all other amounts 
properly paid or distributed to the benefi- 
ciaries, up to but not in excess of the es- 
tate’s distributable net income for the taxable 
year.” A distribution from an estate to a 
beneficiary, whether of estate income or 
estate corpus, is to be treated as a distribu- 
tion of current estate income to the extent 
that there is distributable net income. This 
principle is comparable to that which is ap- 
plied in determining whether a dividend has 
been distributed by a corporation. A dis- 
tribution by a corporation to a stockholder 
is normally deemed to be made out of the 
earnings and profits of the corporation. 
Now, under Sections 661-663, a distribution 
made to the beneficiaries of an estate is 
deemed to be a distribution out of the 
estate’s net income for the current taxable 
year to the extent thereof. 


This general principle is made subject to 
an exception stated in Section 663(a)(1). 
Any amount which, under the terms of the 
will, is properly paid as a gift or bequest 
of a specific sum of money or of specific 
property, and which, under the terms of the 
will, is paid or credited to the recipient 
either all at once or in not more than three 
installments, is mot to be treated as a dis- 
tribution of estate income.” 


The proposed Subchapter J regulations 
state, in effect, that a gift or bequest of a 
specific sum of money or of specific prop- 
erty, which is properly paid or credited to 
a beneficiary, is not to be allowed as a 
deduction to an estate for income tax pur- 


# Code Secs. 661 and 662. 
18 Code Sec. 663(a) (1). 
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poses, nor is it to be included in the gross 
income of a beneficiary, provided: “The 
gift or bequest is required by the specific 
terms of the Will and under the terms 
of the Will the gift or bequest is to 
be paid or credited to the recipient either 
all at once or in not more than three in- 
stallments.”™ 


Assume that an estate has an income of 
$25,000 during the taxable year and that 
the will contains no provision for the dispo- 
sition of the income of the estate. If under 
the terms of the will a bequest of $5,000 is 
left to A and a bequest of 100 shares of 
stock of X company is left to B, the satis- 
faction of the two bequests would not result 
in any income being taxed to A or B. The 
distributions would qualify as exclusions 
within the meaning of Section 663(a)(1) 
unless paid in more than three installments. 
If, however, under the terms of the will, the 
residue of the estate is to be divided equally 
between A and B, and the executor made 
advance distributions of estate corpus in 
the amount of $5,000 to A and 100 shares 
of stock in X company to B, A would be 
taxable on $5,000, B would be taxable on 
the market value of the shares of stock dis- 
tributed to him, and the estate would pay 
the income tax on the balance after taking 
its $600 exemption. Neither distribution 
out of the residuary estate would qualify as 
an exclusion within the meaning of Section 
663(a)(1) since they were not specific gifts 
required by the terms of the will. The cash 
distribution and the distribution of stock 
would be distributions under Sections 661 
(a) and 662(a) and taxable to the recipients. 


If a will does not specifically provide for 
the distribution of the tangible personal 
effects, but such effects must be distributed 
as part of the residuary estate, advance 
delivery of such effects to a residuary bene 
ficiary will have the same effect as an ad 
vance distribution of estate corpus. 

It is no longer desirable to use a simple 
residuary clause which leaves an entire es- 
tate to the beneficiaries without first speci- 
fically bequeathing the tangible personal 
effects. If advance distributions are to be 
made, specific bequests are desirable. Con- 
sideration should also be given to specific 
devises of parcels of real property where 
practicable. 

The proposed Subchapter J regulations * 
indicate that for the purpose of determining 


whether a gift or bequest is of a specific 
sum of money or of specific property to 
be paid or credited in not more than three 
installments, all the gifts or bequests of 
specific sums of money or specific property 
payable to a particular beneficiary under 
the terms of the will may be grouped to- 
gether and considered in the aggregate as 
an amount payable as a specific sum of 
money or of specific property. Each such 
gift or bequest, or portion of the group, is 
to be considered an installment if payable 
at a different time. 


Four bequests of 25 shares of stock of X 
company—25 distributable to the 
beneficiary each year for four years—would 
be considered a single bequest of 100 shares 
payable in more than three installments 
and would not qualify under Section 663 
(a)(1). Similarly, four bequests of $25,000, 
with $25,000 being distributable to the bene- 
ficiary each year for four years, would be 
considered a single bequest of $100,000 pay- 
able in more than three installments. Con- 
sequently, a whole series of bequests for 
the same beneficiary would not be desirable. 


shares 


The same income tax problem exists with 
respect to the payment of a widow’s allow- 
ance pursuant to court order as with an 
advance distribution of estate corpus to a 
beneficiary. The proposed Subchapter J 
regulations “ indicate that a widow’s allow- 
ance provided under applicable local law 
is not to be considered a gift or bequest of 
a specific sum of money or of specific prop- 
erty and may, therefore, be considered as 
a distribution of estate income. It may be 
desirable to provide for a specific bequest 
to the widow even if she is a beneficiary 
of the residuary estate. If the bequest to 
the widow must be made to qualify for the 
marital deduction in order to obtain the 
maximum marital deduction, it should not 
be stated that the bequest is in lieu of her 
widow’s allowance, for the proposed regula- 
* indicate that if 

upon the 


tions an obligation is im- 
by the 
decedent in connection with the passing of 
a property interest, the value of the prop- 
erty interest may be reduced by the amount 
of the obligation. In using a specific be- 
quest for the widow in order to permit an 
advance distribution of estate corpus to her, 
that bequest be an 
unconditional bequest of a specific sum of 
money.” 


posed surviving spouse 


it is suggested such 





% Proposed regulations, Sec. 1.663(a)-1(a). 

1% Proposed regulations, Sec. 1.663(a)-l(c). 

1% Proposed regulations, Sec. 1.663(a)-1(b) (5). 
1 Proposed regulations, Sec. 20.2056(b)-4(b). 
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#8 Proposed regulations, Sec 20 2056 (e )-2 “An 
allowance or award paid to a surviving spouse 
pursuant to local law for her support during 
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Estate Income 


Gifts and bequests of specific sums of 
money and of specific property may be used 
to advantage and should be used to cover 
tangible personal effects and advance dis- 
tributions to beneficiaries. In an appropriate 
case, an unconditional specific bequest to 
the widow may be desirable. The Section 
663(a)(1) exclusion cannot, however, be 
more than a partial answer to the income 
tax problems resulting from the rule that 
not only is the net income of the estate 
taxable to the beneficiaries if required by 
the terms of the will to be currently dis- 
tributable to them, but all other amounts 
properly paid or distributed to the bene- 
ficiaries are also taxable to them up to but 
not in excess of the estate’s distributable 
net income for the taxable year. Consider- 
ation should be given to the inclusion of 
a provision in the will covering income, and 
here a distinction must be made between 
income for estate accounting purposes and 
income for federal incorme tax purposes. 


Section 5 of the Illinois Principal and 
Income Act,” which is derived from the 
uniform act, sets forth a rule for the dis- 
position of the estate income for estate ac- 
counting purposes. Under the act, estate 
income (except income from property sold 
or used for the purposes of paying legacies 
and discharging debts, taxes and expenses 
of administration not otherwise disposed of 
by the will) is to be distributed pro rata as 
income among the beneficiaries of any trusts 
created out of the residuary estate of such 
testator and the other persons entitled to 
the residuary estate. The balance of the 
income earned or accrued during the period 
of administration is to be considered prin- 
cipal. Section 14 of the act deals with ex- 





(Footnote 18 continued) 

the administration of the decedent's estate con- 
stitutes a property interest passing from the 
decedent to his surviving spouse if the executor 
or administrator of the surviving spouse's estate 
could under local law have caused the allowance 
or award to be paid to her estate in the event 
of her death immediately after the decedent's 
death.’’ Thus, under the proposed estate tax 
regulations, a widow's allowance may qualify 
for the marital deduction. In Illinois it was 
held in Bstate of Dillman, 8 Ill. App. (2d) 239, 
131 N. E. (2d) 634 (1956), that a spouse’s award 
may be treated as a vested right which can be 
asserted by the surviving spouse's administra- 
tor. Noah Dillman and his wife Mary died as 
a result of a common accident. He survived her 
by a few hours. Noah's administrator asked 
for a spouse’s award and the county court 
issued a decree ordering an award of $1,000. 
The circuit court affirmed and, on further ap- 
peal, the appellate court also affirmed. The 
court approved the statement of the rule in 
James’ work on Illinois Probate Law and Prac- 
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penses, but limits its application to trusts; 
it does not apply to estates. It would ap- 
pear that under Illinois law and the laws 
of other states governed by the uniform 
act, debts, taxes and expenses of adminis- 
tration are corpus charges, and it would not 
seem proper to reduce the estate income to 
which the beneficiaries are entitled by such 
charges, unless specific authorization to 


that effect is set forth in the will. 


Although an estate is a separate taxable 
entity for federal income tax purposes,” the 
taxable income of an estate is computed in 
the same manner as the taxable income of 
an individual except as otherwise provided 
in Part I of Subchapter J of the Internal 
Revenue Code. As in the case of an indi- 
vidual, deductions are allowed for ordinary 
and necessary expenses: for the production 
or collection of income; for the manage- 
ment, conservation or maintenance of prop- 
erty held for the production of income; and 
in connection with the determination, col- 
lection, or refund of any tax.™ Inasmuch as 
almost all estate administration expenditures 
are necessary for such purposes, practically 
all are deductible for income tax purposes, 
even tiough for estate accounting purposes 
they may be charged against! estate corpus 
under applicable state law.” These expenses 
include executor’s commissions, attorney's 
fees, court costs, accountant’s fees, apprais- 
er’s fees, litigation expenses and numerous 
miscellaneous items. To make such deduc- 
tions available on the income tax return of 
the estate, a statement that the amounts 
have not been allowed as deductions on the 
federal estate tax return and a waiver of 
the right to have such amounts allowed at 
any time as deductions in the federal estate 


tax return is required. 





tice as follows: ‘The death of a surviving 
spouse before obtaining the award does not 
defeat the right to the award and the right may 
be asserted by her representative.’’ It would 
appear that in Illinois a spouse's award would 
be qualified for the marital deduction, at least 
in part, if the Commissioner adopts the position 
stated in the proposed estate tax regulations. 
A contrary view may be adopted in the final 
regulations because of the decision of the Tax 
Court in Proctor D. Rensenhouse, CCH Dec. 
21,979, 27 TC —, No. 10 (1956). The Tax Court 
held that allowances paid a widow from a 
Michigan estate for her maintenance during 
administration did not constitute a property 
interest passing from the decedent to his sur- 
viving spouse and did not qualify for the mari- 
tal deduction. 

#” Tilinois Revised Statutes (1955), Ch. 30, Sec. 
159-176. 

2° Code Sec. 641(b). 

21 Code Sec. 212. 

2 Bingham’s Trust v. Commissioner, 45-2 ustc 
{ 9327, 325 U. S. 365. 
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A $200,000 estate with a marital deduc- 
tion of $100,000 available could only be in 
the 22 per cent estate tax bracket, but would in 
all likelihood be in about the 34 per cent 
income tax bracket. Even if no marital 
deduction were available, the estate tax 
bracket would not exceed 30 per cent and 
would be less than the income tax bracket. 
In almost every case, it is advantageous to 
take some or all of the expenses of admin- 
istration on the income tax return rather 
than the estate tax return. The amount tax- 
able to the beneficiaries cannot exceed the 
estate’s distributable net income. Expenses 
of administration, even though paid out of 
estate corpus under state law, if taken on 
the income tax return, reduce distributable 
net income and the maximum amount tax- 
able to the beneficiaries. 


One type of provision which appears de- 
sirable is one authorizing the taking of de- 
ductions on the estate’s federal income tax 
return rather than on its federal estate tax 
return. If such a provision is to be used, 
consideration should also be given to the 
desirability of reimbursing estate corpus for 
the amount of the increased federal estate 
tax which would follow as a result of taking 
deductions on the estate income tax return 
rather than on the federal estate tax return. 
It would seem appropriate to ascertain the 
testator’s wishes in this regard and either 
state that adjustments should be made or 
that they should not be made. 


In some situations the mandatory distri- 
bution of estate income may be appropriate. 
The effect of such a provision is, however, 
a little unpredictable. In the first year, 
estate income may be higher than in sub- 
sequent years, for as assets are sold to 
raise funds for taxes and administration 
expenses, the estate income tends to de- 
crease. Later in the administration, when 
fees and other expenses are charged against 
corpus, to the extent such charges are taken 
on the estate income tax return, they reduce 
distributable net income and the amount 
taxable to the beneficiaries. The result of 
a provision requiring that all estate income 
be distributed currently would, in effect, be 
to eliminate the estate as a separate taxable 
entity and lose the $600 exemption, except 
to the extent there are capital gains or loses 
taxable to the estate. 

One difficulty with this solution is that 
the executor would have to distribute cur- 
rently all cash income to the beneficiaries 
which may not be desirable if the estate 


*8 Code Sec. 6013. 
% Code Sec, 2. 
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is not liquid. Nevertheless, a provision re- 
quiring the current distribution of estate 
income may be appropriate in certain situa- 
tions. The surviving spouse may file with 
the executor a joint income tax return cov- 
ering the income of the decedent up to his 
date of death and the income of the spouse 
for a full year.” A surviving spouse may be 
entitled to use the rates applicable to a 
joint return for the two taxable years fol- 
lowing the death of her husband™ if she 
maintains as her home a household which, 
for the entire taxable year, is the principal 
place of abode of a son, stepson, daughter, 
or stepdaughter who is a member of her 
household and for whom she is entitled to 
the exemption for a dependent. Thus, where 
there is a surviving spouse, particularly a 
spouse who maintains a household with 
a dependent child, the fact that there may 
be more estate income taxable to her may 
be offset, at least in part, by the filing of 
a joint return for the first year and, if ap- 
plicable, using the rates applicable to a joint 
return for the next two succeeding years. 

Section 662(b) requires that amounts dis- 
tributed to beneficiaries shall have the same 
character in the hands of the beneficiaries 
as in the hands of the estate. The amounts 
are to be treated as consisting of the same 
proportion of each class of items entering 
into the computation of distributable net 
income as the total of each class bears to 
the total distributable net income of the 
estate, unless the terms of the will specifi- 
cally allocate different classes of income to 
different beneficiaries. If a provision re- 
quiring that the income of the estate be 
currently distributed is to be used, consid- 
eration should also be given to allocating 
different classes of income to different bene- 
ficiaries.™ For example, in a will of a wife 
whose estate consists in part of tax-exempt 
municipal bonds, and who wishes to leave 
her estate to her husband and adult children, 
a mandatory direction allocating munici- 
pal income to her husband and the balance 
of the income to the children may be bene- 
ficial, if the husband is in a high income tax 
bracket and the children in relatively low 
brackets. 


A provision requiring all estate income to 
be distributed currently might be undesir- 
able where there is a lack of liquidity and 
estate income is needed to help pay taxes 
and administration expenses. A _ possible 
alternative would be a provision specifically 
authorizing the executor to charge expenses 
of administration against income of the 





** Proposed regulations, Sec. 1.662(b)-1. 
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estate to the extent of the income and to 
charge any balance against estate corpus. 
The balance of the net income could be dis- 
tributed currently or could be distributed 
or accumulated in the discretion of the 
executor. A provision of this sort would be 
useful where estate income is to be needed 
to pay administration expenses, but it must 
be used with care, particularly where the 
marital deduction is important. The pro- 
posed estate tax regulations ” point out that 
in the case of a bequest of property held in 
trust for the benefit of the decedent’s spouse, 
a provision to the effect that income from 
the property accumulated from the date of 
the decedent’s death until distribution of the 
property to the trustee is to be used to pay 
administration expenses would be a mate- 
rial limitation on the spouse’s right to 
income and would affect the marital deduc- 
tion. Perhaps the solution to be used where 
a marital trust is involved is to require the 
income from the marital trust assets to be 
distributed currently to the marital trust 
as income, and permit only administration 
expenses to be charged against the balance 
of the income. 


Marital Deduction 


Difficulties with respect to marital de- 
duction provisions fall into two general 
categories: (1) difficulties incident to de- 
termining the precise size of the marital 
bequest or trust, and the selection and val- 
uation of assets allocated to it; and (2) 
difficulties resulting from a failure to ob- 
serve the strict requirements necessary to 
qualify an entire power-of-appointment trust 
or a specific portion of a power-of-appoint- 
ment trust for the marital deduction, 

First, let us consider difficulities with re- 
spect to determining the precise size of the 
marital bequest or trust, and the selection 
and valuation of assets. Two types of for- 
mula clauses are widely used: the pecuniary 
formula and the _ fractional-share-of-the- 
residue formula. An example of a pecuniary 
formula is as follows: 

“If my wife survives me, I give to my 
trustees hereafter named and their succes- 
sor or successors the following: An amount 
equal to the maximum estate tax marital 
deduction (allowable in determining the 
Federal tax on my gross estate) diminished 
by the value for Federal estate tax pur- 


poses of all other items in my said gross 


estate which qualify for said deduction and 
which pass or have passed to my wife 
under other provisions of this Will or other- 
wise. In making the computations neces- 
sary to determine the amount of this gift, 
the final determinations in the Federal estate 
tax proceedings shall control. My trustees 


shall hold such amount in trust as follows 
9 27 


With a pecuniary formula, the gift is of 
an amount determined with reference to a 
formula based upon the language of the 
estate tax provisions of the Code. 


A fractional-share-of-the-residue formula 
is as follows: 


“All my residuary estate I devise 


and bequeath as follows: 


“If my wife survives me, I give to my 
trustees hereinafter named and their suc- 
cessor or successors that fractional share of 
my residuary estate which will equal the 
maximum estate tax marital deduction (al- 
lowable in determining the Federal estate 
tax on my gross estate for Federal estate 
tax purposes) diminished by the value for 
Federal estate tax purposes of all other 
items in my said gross estate which qualify 
for said deduction and which pass or have 
passed to my wife under other provisions 
of this Will or otherwise. In making the 
computations necessary to determine such 
fractional share, the final determinations in 
the Federal estate tax proceedings shall 
control.” * 

With a fractional-share-of-the-residue for- 
mula, the gift is not of an amount but 
rather of a fractional share of the residue.” 


There have been a number of important 
recent developments with respect to marital 
deduction formulas. Perhaps the most im- 
portant are: (1) Rev. Rul. 56-270; (2) the 
possible application of the gift and bequest 
exclusion contained in Section 663(a)(1) to 
pecuniary formula bequests; and (3) the 
proposed estate tax regulations. In Rev. 
Rul. 56-270, the Internal Revenue Service 
ruled that an estate may realize capital gain 
or loss on the transfer of property by the 
executor in satisfaction of a bequest under 
a marital-deduction formula pecuniary be- 
quest. 

The ruling refers to a situation where the 
decedent bequeathed in trust for the’ benefit 
of his wife an amount sufficient to utilize 





* Proposed regulations, Sec, 20.2056(b)-4. 
27 Casner, Estate Planning (1953), p. 286. 
* See work cited at footnote 27, at p. 287 
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*” Many different formula clauses are currently 
in use. In some cases careful examination is 
necessary to determine whether a particular 
clause is a pecuniary formula or a fractional- 
share-of-the-residue formula. 
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the marital deduction to the maximum ex- 
tent authorized by Section 2056 of the In- 
ternal Revenue Code of 1954, after taking 
into consideration any other property with 
respect to which such deduction was allow- 
able. The trust was qualified for the marital 
deduction but it was provided for in a fixed 
and definite “dollar amount.” It was ruled 
that capital gains were realized by the estate 
to the extent that the fair market value of 
the property on the date of distribution ex- 
ceeded the fair market value thereof on 
the date of the decedent’s death (or, in the 
event alternate valuation were elected, the 
fair market value thereof on the alternate 
valuation date). It was further ruled that 
losses measured by the difference between 
the basis of the property in the hands of the 
executor and the value thereof at the date 
of distribution could be offset against the 
gains realized. It is now clear that the sat- 
isfaction of a pecuniary bequest with appre- 
ciated assets involves a constructive sale 
under the rule of the Suisman case.” 

A second development concerning marital- 
deduction-formula gifts arises from the pro- 
posed Subchapter J regulations. Some time 
ago there was an informal ruling to the 
effect that an advance distribution of estate 
corpus to a testamentary trustee was to be 
considered as though it were a distribution 
of estate income to the extent of the dis- 
tributable net income of the estate and tax- 
able as income to the trust. The proposed 
regulations confirm the theory of the ruling 
and it now appears clear that an advance 
distribution of estate corpus to a trust car- 
ries with it the attributes of a distribution 
of income. This is the case whether the 
trust is a pecuniary formula or a fractional- 
share-of-the-residue formula trust, unless a 
pecuniary formula trust may be made to 
qualify for the gift and bequest exclusion 
contained in Section 663(a)(1). Although 
the precise dollar amount of a formula pe- 
cuniary bequest is not ascertainable from 
the will alone, it becomes fixed and certain 
to the penny when the federal estate tax 
liability is settled. It is submitted that a 
carefully worded pecuniary formula marital 
bequest will be treated as a gift or bequest 
of a specific sum of money, but it may be 
advisable for the will to state that the be- 
quest must be paid all at once or in not 
more than three installments. 


The proposed Subchapter J regulations 


are silent on the question as to whether a 
bequest payable in kind qualifies as a be- 


quest of a specific sum of money. There 
should be no difficulty in this regard, par- 
ticularly if a will authorizes the executor 
to satisfy the bequest in cash or in kind at 
current market values, and it is unlikely 
that a provision authorizing the executor to 
satisfy the bequest in kind at estate tax 
values will disqualify it as a bequest of a 
specific sum of money. Under Rev. Rul. 
56-270, the satisfaction of a pecuniary be- 
quest with appreciated assets involves a 
constructive sale. To avoid the construc- 
tive sale problem, many wills require the 
assets to be valued at federal estate tax 
values, for if the assets are so valued there 
can be neither gain nor loss when the be- 
quest is satisfied. 


The constructive sale problem may also 
be avoided by the use of a fractional-share- 
of-the-residue formula, but it is doubtful 
whether an advance funding of a fractional- 
share-of-the-residue trust can be qualified 
for the gift and bequest exclusion. Never- 
theless, in a will for a testator who wishes 
the marital deduction trust held for the 
benefit of his wife and the balance of the 
estate or a substantial part of it allocated 
to a residuary trust for the benefit of other 
persons, it may be desirable to use a frac- 
tional-share-of-the-residue-formula clause. A 
true fractional residuary formula not only 
avoids the capital gains problem, but it also 
maintains the relative value of the marital 
and nonmarital portions of the estate. 


However, in a will designed to save the 
maximum over-all taxes for a family, it may 
be preferable to have all of the gain, or the 
greater portion of it, allocable to the resid- 
uary portion. This is particularly true where 
the widow is the beneficiary of both the 
marital portion and the residuary portion. 
Strictly from an estate planning standpoint, 
it would be undesirable to have the spouse 
participate in appreciated assets, for if she 
does, her taxable estate will increase in 
value and in all likelihood the amount of 
the federal estate tax at her death will be 
larger. 


A fractional-share-of-the-residue-formula 
bequest tends to limit an executor’s discre- 
tion in the selection of assets to satisfy the 
marital gift and ordinarily requires the allo- 
cation of assets strictly on a proportionate 
basis. It is usually preferable to use a pe- 
cuniary formula bequest and to provide that 
the assets be valued at federal estate tax 
values. It also may prove advantageous to 





*” Suisman v. Haton, 36-2 vustc 1 9443, 15 F. 
Supp. 113, aff'd, 83 F. (2d) 1019, cert. den., 229 
U. S. 573. 


Federal Tax Conference 








give the executor a broad discretion in the 
matter of allocation of the assets between 
the marital trust and the residuary trust, 
particularly where there are specific items, 
such as a stock interest in a family corpo- 
ration, which the testator wishes to preserve 
intact and ultimately pass to his children 
under the residuary trust. It may be a 
good deal easier to preserve such particular 
assets if they are allocated to the residuary 


trust by the executor. 


The proposed estate tax regulations ap- 
ply to marital-deduction-formula clauses. 
Fundamentally, if an interest in property 
passes from the decedent to his surviving 
spouse (whether or not in trust) and the 
spouse is entitled for life to all the income 
from the entire interest or all the income 
from a specific portion of the entire interest, 
with a power in her to appoint the entire 
interest or the specific portion, it qualifies 
for the marital deduction. Five conditions 
are stated in the proposed regulations.” 
There is nothing unusual or unexpected 
about these conditions. They are like the 
conditions in the prior regulations, except 
that the terms “entire interest’? and “spe- 
cific portion” are used. 


“(1) The surviving spouse must be en- 
titled for life to all the income from the 
entire interest or a specific portion of the 
entire interest, or to a specific portion of 
all the income from the entire interest. 


“(2) The income payable to the surviv- 
ing spouse must be payable annually or at 
more frequent intervals. 


“(3) The surviving spouse must have the 
power to appoint the entire interest or the 
specific portion to either herself or her estate. 


“(4) The power in the surviving spouse 
must be exercisable by her alone and 
(whether exercisable by Will or during 
life) must be exercisable in all events. 

“(5) The entire interest or the specific 
portion must not be subject to a power in 
any other person to appoint any part to 
atiy person other than the surviving spouse.” 


In order to qualify a life estate with a 
power of appointment in the spouse, these 
requirements must be met as to an “entire 
interest” or “specific portion.” 

A separate trust is to be considered an 
entire interest, but a specific portion of a 
separate trust may also be qualified for 
the deduction. The Senate committee re- 


port™ stated that “if the decedent by his 
Will provided for the creation of a trust 
under the terms of which the income from 
all or one-half of the trust property is 
payable to his surviving spouse with un- 
controlled power in the spouse to appoint 
all or such one-half of the trust property 
by Will, such interest will qualify as an 
exception from the terminable interest rule.” 
If the widow is entitled to the income from 
all of the trust property with an uncontrolled 
power in the spouse to appoint all of the 
trust property, the entire trust qualifies. 
However, if she is entitled to one half the 
net income and is given an uncontrolled 
power to appoint one half of the trust 
property, a specific portion, that is, one 
half of the trust property, qualifies. Formula- 
marital-deduction provisions do not appear 
to be affected by the proposed regulations 
so long as separate trusts are created. 
The proposed regulations indicate ™ that if 
the wife is not to receive the income from 
the entire interest, that is, the entire trust, 
and only a specific portion of a trust is to 
be qualified, then the surviving spouse should 
be given the income and a power of ap- 
pointment over a fractional or percentile 
share of the property. The interest of the 
surviving spouse must reflect its propor- 
tionate share of the increment or decline in 
the whole of the property interest to which 
her income rights and power of appoint- 
ment relate. A right to one half of the 
income of a trust and a power of appoint- 
ment extending over one half of the trust 
corpus would be an interest given the 
surviving spouse which will reflect its pro- 
portionate share of the increment or de- 
cline in the entire trust. On the other 
hand, if the income payable to the spouse 
is limited to a specific sum, or if she has 
a power to appoint only a specific sum out 
of a larger fund, the interest does not 
qualify for the marital deduction. If only 
one trust is to be created and only a specific 
portion of that trust qualified for the marital 
deduction, a fractional share formula may 
be used for determining the share of the 
income to which she is entitled and the 
share of the corpus over which she has 
a power of appointment. It would not 
appear desirable to try to use a pecuniary 
type of formula to qualify a specific por- 
tion of a single trust. 

Although a fractional share of a single 
trust may now be qualified for the deduc- 
tion, flexibility is bound to be lost with 





%1 Proposed regulations, Sec. 20.2056(b)-5(a). 
2S. Rept. 1622, 83d Cong., 2d Sess., p. 475 
(1954). 
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only one trust rather than two. For ex- 
ample, a trustee cannot be given a power 
to appoint any part of the wife’s portion 
to any person other than the wife. If 
principal payments are to be made out of 
the nonqualifying portion to persons other 
than the wife, segregation of the wife’s 
portion would become necessary. It is 
doubtful whether many attorneys will wish 


to use a fractional share of a single trust 
to obtain the deduction. 


The five conditions™ mentioned above 
necessary to qualify a trust or a specific 
portion for the marital deduction must not 
be disregarded. First, the surviving spouse 
must be entitled to all the income for life, 
from the entire interest or from a ‘specific 
portion. The proposed regulations require 
that the income from the date of the de- 
cedent’s death should not be used to pay 
estate administration expenses.” She is to 
be entitled to all the income from the date 
of the decedent’s death to her death. Pay- 
ment of any accrued and accumulated in- 
come on hand at the date of her death to 
her estate is not necessary, if such income 
is subject to her power of appointment.” 
Care should always be taken, in working 
out the provisions regarding the distribu- 
tion of the marital trust or portion, to make 
sure that the income that is accrued and 
unpaid at her death is either paid to her 
estate or made subject to her power of 
appointment. 


The proposed regulations™ continue the 
requirement that the spouse during her life 
should have such an income or such use 
of the trust property as is consistent with 
the value of the trust corpus and with its 
preservation. Thus, unproductive property 
may disqualify a trust for the marital de- 
duction unless the trustee is required to 
make the property productive or convert it 
within a reasonable time. Two types of 
property that conceivably may be treated 
as nonproductive property are nonpaying 
dividend-paying stock in a family corpora- 
tion and life insurance on the life of the 
surviving spouse. A mandatory provision 
requiring that the stock of a family cor- 
poration be retained may prove trouble- 
some, unless the will requires allocation 
to the residuary trust or the spouse is given 


* Proposed regulations, Sec. 20.2056(b)-5(a). 
*% Proposed regulations, Sec. 20.2056(b)-4. 


% Proposed regulations, Sec. 20.2056(b)-5(f) 
(8). 
% Proposed regulations, Sec. 20.2056(b)-5(f) 
(5). 


% An alternative solution to this problem is to 
give the spouse a power to direct the trustee 
to convert nonincome-producing property into 
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the power to direct the trustee to convert 
it if it remains unproductive for an un- 
reasonable length of time. 


A good deal of insurance is owned by 


husbands and wives on each other’s lives. 
If a husband owns insurance on his wife’s 
life, such insurance should not go into the 
marital trust, for it may be treated as un- 
productive property. It would seem im- 
portant to allocate insurance on the life 
of the surviving spouse to the residuary 
trust, for if the will authorized the ,crustee 
to withhold income from the smrviving 
spouse to pay premiums on life insurance 
owned by the trust, the contention may be 
made that the income available to the 
surviving spouse is not consistent with the 
value of the trust.* 


The second condition, that the income 
payable to the surviving spouse be payable 
annually or at more frequent intervals, pre- 
sents no problem. The proposed regula- 
tions ® make it clear that income is still 
considered payable annually or in more 
frequent installments even though the spouse’s 
share of income may be delayed until dis- 
tribution of the assets to the trustee. 


There has been an important development 
with respect to the third and fourth condi- 
tions, that is, that the surviving spouse 
must have a power to appoint the entire 
interest or the specific portion to either 
herself or her estate, and that such power 
must be exercisable by her alone and in all 
events. In Matteson v. U. S.,* the United 
States District Court for the Northern Dis- 
trict of New York considered a will which 
provided for a testamentary trust for the 
widow. The widow was entitled to the net 
income of the trust fund for her lifetime. 
The will also provided as follows: 


“ 


and should my wife, Grace 
ever at any time or times find that the 
income received by her from the trust 
herein created for her benefit is not suffi- 
cient, and of its sufficiency she shall be 
sole judge, my said trustees, upon a request 
by her in writing, shall pay to her so much 
of the said trust fund as she shall desire, 
and her receipt for the same shall be of 
full acquittance therefor.” 
property which is currently productive of in- 
come. 

*” Proposed regulations, 
Oe 561 vere 1 11,596 (DC N. Y., February 29, 
1956); See also Harry A. Ellis, CCH Dec. 21,814, 


26 TC —, No. 85 (1956), and Theodore G. Tar- 
ver, CCH Dec. 21,776, 26 TC —, No. 59 (1956). 


See. 20.2056(b)-5(f) 
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The court held that no power of appoint- 
ment within the meaning of the federal 
estate tax law was created and the marital 
deduction was denied. A restriction upon 
the exercise of a power of withdrawal im- 
posed by state law may prevent it from 
being a power exercisable in all events. 
The proposed regulations provide as fol- 
lows on this point: 


“Thus, if a power of invasion is exercis- 
able only for the spouse’s support, or only 
for her use, the power is not exercisable in 
all events. In order for a power of invasion 
to be exercisable in all events, the surviving 
spouse must have the unrestricted power 
exercisable at any time during her life to 
use all or any part of the property subject 
to the power, and to dispose of it in any 
manner, including the power to dispose of 
it by gift.” 


There should be no restriction imposed 
upon the power of withdrawal by the in- 
strument or by state law. If the state 
law is such that a power of withdrawal 
may only be exercised for support or for 
the use of the holder of the power, the will 
should specify that the widow shall have 
the right to dispose of the property with- 
drawn, including the power to dispose of it 
by gift. 


A testamentary power of appointment 
may also present a problem. In some juris- 
dictions a testamentary general power of 
appointment is not exercisable in favor of 
the estate of the holder of the power, unless 
the instrument creating the power specifi- 
cally authorizes the holder to exercise the 
power in favor of his estate. As a matter 
of fact, the proposed regulations do not 
state that the power must be a general 
power, but simply that the power must 
be exercisable in favor of the holder’s estate. 


The fifth condition for qualifying a life 
estate, in trust or otherwise, with a power 
of appointment in the surviving spouse, is 
that “The entire interest or the specific 
portion must not be subject to a power 
in any other person to appoint any part to 
any person other than the surviving spouse.” “ 
It used to be customary to provide in a 
nonmarital will that a trustee had the power 
to use principal not only for the support, 
maintenance and medical expenses of the 
widow, but also to provide that sums could 





Sec. 20.2056(b)-5(g) 
Sec. 20.2056(b)-5(g) 


“1 Proposed regulations, 
(3). 

# Proposed regulations, 
(1). 

* Proposed regulations, Sec. 20.2056(b)-5(a). 

“ Proposed regulations, Sec. 20.2056(b)-5(j). 
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be used for the children as well. However, 
a power in a trustee to expend principal 
for the children was considered to be a 
power to appoint to a person other than 
the surviving spouse anc was carefully 
omitted from wills designed to qualify for 
the marital deduction. The proposed regu- 
lations indicate that the rule concerning 
payments for the children may be liberal- 
ized slightly. It is stated that: 


. a power to distribute corpus to 
the spouse for the support of minor chil- 
dren will not disqualify the trust if she 
is legally obligated to support such children.” “ 


Payments would still have to be made to 
the spouse and they must be solely for 
support, and then only if there is a legal 
obligation of support. The proposed regula- 
tions indicate the continuing need for care- 
ful compliance with the five conditions 
necessary to make a life estate, whether 
in trust or not, with a power of appointment 
in the surviving spouse, qualify for the 
marital deduction. . 


Gifts to Charity 


In conclusion, a few comments on pro- 
visions for charity are in order. Most 
estates are in a higher income tax bracket 
than estate tax bracket, and yet very few 
wills provide for distributions of estate 
income to charity. Section 642(c)(1) per- 
mits a charitable contribution deduction “ 
for any part of the gross income of the 
estate which, by the terms of the will, is 
paid to a qualified charity. Assume that a 
testator with a $120,000 estate wishes to 
leave a small bequest to charity. Considera- 
tion should be given to having the payment 
made solely out of estate income. If the 
testator leaves a spouse and the full marital 
deduction were made available, there would 
be no federal estate tax. The payment to 
charity from estate income would be de- 
ductible on the estate’s income tax return. 


There continues to be a fairly large num- 
ber of estate tax cases on the estate tax 
charitable deduction. The Sternberger® case, 
decided by the United States Supreme 
Court last year, made it clear that no 
deduction is allowable for a _ conditional 
bequest to charity unless the possibility 
that the charity will not take is so remote 
as to be negligible. The issue in the 


* Code Sec. 642(c); proposed regulations, Sec. 
1,642(c)-1. 

“ Commissioner v. 
f 11,504, 348 U. S. 187, 53-2 ustc J 10,925, 207 F. 
(2d) 600. 


Sternberger, 55-1 vusrc 
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Sternberger case was whether a deduction 
could be taken on account of a charitable 
bequest that was to take effect only if the 
decedent’s childless 27-year-old daughter 
died without descendants surviving her. 
The Supreme Court reversed the United 
States Court of Appeals for the Second 
Circuit and held no deduction was allow- 
able. The Court found no statutory author- 
ity for a deduction from the gross estate 
of any percentage of the conditional gift to 
charity for there was no certainty that 
charity would receive the bequest or some 
determinable part of it. From the tax 
standpoint, there is little point in using a 
charitable remainder for a_ testamentary 
trust unless there is some certainty that 
the charity will eventually take. The pro- 
posed estate tax regulations” follow the 
Sternberger case, stating that if the transfer 
for a charitable purpose is dependent upon 
the happening of a precedent event in order 
that it might become effective, no deduction 
is allowable unless the possibility that the 
charitable transfer will not become effective 
is so remote as to be negligible. 

Cases like the Sternberger case, where the 
transfer to charity is subject to a condition, 
are distinguishable from the cases where 
a charitable remainder interest is subject 
to a power in a trustee to pay corpus to 
an income beneficiary. This latter problem 
is presented in Seubert, Administrator v. 
Shaughnessy,“ in which the United States 
court of appeals recently held that a right 
given a trustee to invade principal and 
make payments for the “comfort and con- 
venience of the beneficiary” prevented a 
remainder interest to charity from qualify- 
ing for the estate tax charitable deduction.® 
On the other hand, the Tax Court, in the 
case of Joseph A. Schmitt,” held a charitable 
remainder deductible where the will directed 
payment of the net income of the trust 
estate to the decedent’s brother for life and 


4 Proposed regulations, Sec. 20.2055-2(b). 

48 56-1 ustc { 11,608, 233 F. (2d) 134 (CA-2). 

® See Ithaca Trust Company v. U. 8., 1 ustc 
{ 386, 279 U. S. 151. The life beneficiary of a 
trust was authorized to use from principal any 
sum “necessary to suitably maintain her in as 
much comfort as she now enjoys.”’ 

The Supreme Court held a charitable deduc- 
tion allowable for the trust remainder given to 
designated charities. In a recent case, Mer- 
cantile Safe Deposit & Trust Company v. U. 8., 
56-2 ustc { 11,620, 141 F. Supp. 6, the Mary- 
land District Court held a charitable deduction 
allowable even though the trustees could in- 
vade trust corpus for a beneficiary's ‘‘reasonable 
and comfortable support . in accordance 
with her station in life’’ and to provide for 
her “in the event of accident, illness, mis- 
fortune or other emergency.’’ The court con- 
sidered the beneficiary's financial resources as 
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“The trouble with our world is 
that it is all signposts 

and no destination.’’—Louis 
Kronenberger, American Scholar, 


Winter, 1951-1952 issue. 


authorized the trustee to invade the prin- 
cipal at any time when, in the trustee’s 
judgment, the net income was insufficient 
to provide for the brother’s “proper mainte- 
nance and support, or other necessity.” The 
trust was to terminate upon the brother’s 
death, and the unexpended corpus was to 
be divided equally between a designated 
charity and named relatives. It was held 
that the deduction was allowable because 
the will set up a definite and fixed standard 
for the exercise of the trustee’s discretion 
to invade principal, namely, to provide for 
the life tenant’s maintenance and support, 
thus making it possible to determine with 
reasonable accuracy the value of the re- 
mainder at the decedent’s death, 


If the language of the will is restricted 
and payments of principal are keyed in 
with definite standards, the courts are 
allowing charitable deductions today; but 
if the “standards” are stated by using 
words like comfort, happiness and pleasure, 
which are not capable of being reduced to 
monetary equivalents, the courts consistently 
disallow the charitable deduction.” 


Careful drafting is still as necessary with 
respect to a charitable remainder as it is 
with respect to the marital deduction. A 
charitable remainder should not be made 
subject to a condition, and powers given 
a trustee to invade corpus for a beneficiary 
should be limited by objective standards 
which are definite, fixed and capable of 
being stated in definite terms of money. 


[The End] 


sufficient for her reasonable and comfortable 
support in accordance with her station in life, 
and concluded that the present value of the 
charitable remainder was fixed. 

5° CCH Dec. 21,062(M), 14 TCM 579. 

51 See Merchants National Bank of Boston v. 
Commisisoner, where the trustee’s discretion to 
invade principal for the beneficiary’s ‘‘comfort, 
support, maintenance and/or happiness’’ was to 
be exercised with liberality, and Union Planters 
National Bank & Trust Company v. Henslee, 
49-1 ustc § 10,701, 335 U. S. 595, where the power 
could be exercised for the life beneficiary’s 
‘pleasure, comfort and welfare.’’ In both 
cases, the Supreme Court declined to allow 
deductions for charitable remainders on the 
ground that the power of invasion was not 
restricted by a fixed standard capable of being 
stated in definite terms of money. 
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The Proposed Federal 
Estate Tax Regulations 


By JAMES P. JOHNSON 


Mr. Johnson is a member of the 
law firm of Bell, Boyd, Marshall & 
Lloyd, Chicago, Illinois. 


ROPOSED REGULATIONS under the 

estate tax provisions of the Internal 
Revenue Code of 1954 were issued on Octo- 
ber 16, 1956. The 1954 Code made several 
changes of substance in the estate tax law, 
and these changes are reflected in the regu- 
lations. The estate tax changes were not 
as numerous or far-reaching as those made 
in the income tax law by the 1954 Code. 
However, the estate tax regulations have 
been subjected to a considerable overhaul- 
ing, both in substance and in form. More 
general material of an introductory nature 
is included. A number of rulings and deci- 
sions which appeared since the last edition 
of the regulations have been reflected in 
the new regulations. It is the purpose of 
this paper to point out substantive changes 
that have been made, more or less in the 
order in which the statutory sections to 
which they relate appear in the Code. 


Section 2013: 
Credit for Tax on Prior Transfers 

The first section of the estate tax provi- 
sions of the Code, numerically speaking, 


which was substantially changed in 1954 
concerns the treatment of property included 


in a decedent’s gross estate which had been 
subject to tax in another decedent’s estate. 
Instead of the deduction from a gross estate 
for previously taxed property which was 
allowed under the 1939 Code, Section 2013 


of the 1954 Code allows an actual credit 
against the estate tax for an estate tax 
paid on prior transfers. Unlike the 1939 


1 Sec. 20.2013-1(a). (This and subsequent simi- 
lar references preceded by ‘‘Sec. 20."’ are to sec- 
tions of the tentative estate tax regulations 
contained in a Notice of Proposed Rule Making 
published in the Federal Register on October 16, 
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Code, the section concerns only previously 
paid estate taxes, and no adjustment is any 
longer permissible for gift taxes paid by a 
person who transferred property to the 
decedent. On the other hand, credit is 
allowed on a sliding scale for property taxed 
in the estate of another decedent dying 
within ten years before or two years after 
the present decedent’s death. 


The new section is an improvement over 
the old in two particulars. The bothersome 
tracing requirements under the old statute 
no longer exist. In fact, property for which 
a credit is allowed need not even actually 
be in existence at the time of the second 
decedent’s death.’ Further, various limita- 
tions which often made the old deduction 
almost entirely illusory have been eliminated 
to a considerable degree. 


The new system works splendidly with 
outright transfers of property. However, it 
reaches curious results in cases involving 
life estates and future interests. As was 
indicated in the Senate Finance Committee 
report and as is reflected in the regulations,’ 
a credit is allowed to the recipient of a life 
estate even though the life estate is not 
subject to tax upon the life tenant’s death. 
The same result presumably would be 
reached in the case of a contingent life 
estate which never in fact takes effect. 


Conversely, no credit is allowable for a con- 
tingent remainder which was not subject to 


valuation in the first estate even though the 
remainderman actually receives the property 
in question and it is included in h’s estate.’ 
For example, assume that a testator’s will 
leaves property in trust to pay the income 
to his wife for life and then to his daughter 
for life, with remainder to the daughter’s 
children, or, if none, to the testator’s son. 





1956. Other unexplained references to section 
numbers are to the Internal Revenue Code of 
1954. ) 
2 Secs. 20.2013-4(a), 20.2013-5(a), 20.2013-5(c). 
8 Sees. 20.2013-4(a), 20.2013-5(c). 
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Assume that the daughter dies a year after 
the testator without issue. A credit is 
allowed in the daughter’s estate for a por- 
tion of the estate tax paid with respect to 
the property in the testator’s estate, the 
portion being determined by the actuarial 
value of her contingent life interest as of 
the testator’s death. Assume the testator’s 
wife dies the next year. A similar credit 
is allowed in her estate. Assume the son 
then dies, having actually received the 
remainder, so that the property is included in 
his gross estate. His estate receives no credit. 


Sections 2031-2032: Valyation 


No changes of substance were made in 
the provisions of the Code dealing with 
valuation of property for estate tax pur- 
poses. Various changes have been made in 
the regulations. None is of great import- 
ance in itself, but taken together they are 
perhaps worth some description. The new 
regulations, as did the old, contain instruc- 
tions for averaging securities quotations for 
dates before and after a testator’s death if 
no quotations are available on the valuation 
date. While the substance remains the 
same, the mechanics have been restated. 
The new regulations specifically provide 
that in the “weighting” of averages only 
trading days are recognized.* 

The effect of “blockage” is for the first 
time recognized in the regulations.’ On the 
other hand, they likewise recognize the 
possibility of what might be called “reverse 
blockage,” by which is meant the giving of 
a higher value to a controlling interest in 
a business than the selling price of small 
blocks would indicate. In the case of block- 
age, the regulations suggest that perhaps 
the price that could be obtained from the 
sale of securities through an underwriter 
may be the proper measure of value of a 
large block. Also, the paragraph concern- 
ing the value of unlisted securities has been 
somewhat expanded, recognizing that vari- 
ous factors must be considered, including 
the economic outlook of the particular in- 


dustry, the position of the company in the 
industry, and the management of the company.‘ 


A new paragraph in the regulations con- 
cerns the valuation of securities subject to 
an option or contract of purchase." No 
effect is given to such a commitment if the 








decedent is free to dispose of the property 
at any price he chooses during his life. 
Otherwise, effect is given to the commit- 


ment only if it was entered into for ade- 
quate consideration. An agreement entered 
into at arm’s length between strangers will 
ordinarily be presumed to be supported by 
adequate consideration, but no such pre- 
sumption exists if the agreement is directly 
or indirectly with natural objects of the 
decedent’s bounty. These various new pro- 
visions concerning the valuation of securities 
to a considerable extent correspond to the 
general rules for valuation of securities con- 


tained in Rev. Rul. 54-77.° 


For the first time the regulations contain 
direct factors from which the value of life 
estates and terms for years can be deter- 
mined, rather than requiring that the value 
be determined by subtracting the value of 
a remainder from the total value of the 
property.’ The fact that actuarial tables have 
not been applied by the courts under all 
circumstances is not recognized. The old 
regulations provided that annuity contracts 
issued by companies regularly engaged in 
their sale, and insurance policies on the 
life of someone other than the decedent, 
were to be valued at their replacement cost. 
The proposed regulations recognize that the 
same principle is applicable to the valuation 
of matured combination insurance and annuity 
contracts on the decedent’s life, such as 
“retirement income” policies under which 
the decedent had become entitled to an 
annuity.” On the other hand, the estate tax 
regulations now provide, as the gift tax 
regulations previously did,” that ordinary 
life policies on the life of another, which 
have been in force for some time and which 
are not paid up, will usually be valued at 
the terminal reserve value in the absence of 
exceptional factors to be considered. 

The regulations under Section 2032, re- 
lating to the alternate valuation method, 
have been expanded to indicate more pre- 
cisely what constitutes “other dispositions” 
during the year following death, particularly 
in the case of corporate reorganizations and 
liquidations,” entry of orders of distribu- 
tion™ and executory contracts of sale.” 
Further, the substance of Rev. Rul. 56-60,” 
has been adopted to the effect that an 
election of the optional valuation date is 





* Sec. 20.2031-2(b) and (c). 
5 Sec. 20.2031-2(e). 

® Sec. 20.2031-2(f). 

* Sec. 20.2031-2(h). 

8 1954-1 CB 187. 

® Sec. 20.2031-7(f). 
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1” Sec. 20.2031-8. See, also, Sec. 20.2039-1(d), 
footnote 38, below. 

™ Regs. 105, Sec. 86.19(i). 

#2 Sec. 20.2032-1(c) (1). 

#3 Sec. 20.2032-1(c) (2). 

4 Sec. 20.2032-1(c) (3). 

% 1. R. B. 1956-9, 5. 





not effective for any purpose unless the 
value of the decedent’s gross estate exceeds 


$60,000."* 
Section 2035: Contemplation of Death 


The regulations under Section 2035 have 
been revised in two substantive particulars. 
First, it is provided that if, for instance, 
a transfer is made with a life estate retained 
in the transferor and the life estate is then 
transferred in contemplation of death, the 
property will be included in the decedent’s 
estate.” This situation has never been ex- 
pressly covered in the statute, but the bar 
has apparently generally assumed that the 
rule now expressly stated is the correct one. 
Second, court decisions have been recog- 
nized to the effect that the value of a trans- 
fer in contemplation of death to be included 
in a decedent’s estate does not include in- 
come received on the transferred property 
after the transfer.” 


Sections 2036-2038: Transfers 


Sections 2036 through 2038 deal respec- 
tively with transfers with a retained life 
estate or power, transfers taking effect at 
death and revocable transfers. Of these, 
only Section 2037 was materially changed 
by the 1954 Code. The principal change 
was the reinstatement of the rule of Reinecke 


v. The Northern Trust Company,” which had 
been overruled as to prospective transac- 
tions, by the Technical Changes Act of 


1949." Thus, even though a transfer was 
not to become effective until the trans- 
feror’s death (as, for instance, a transfer 
in trust to accumulate income during the 
decedent’s life), the transferred property 
is nevertheless not includable in the trans- 
feror’s estate unless he in addition retained 
some interest in it. The regulations have 
been revised to reflect this amendment. 


They do not deal with a problem of con- 


struction which the 1954 Code presents. 
Section 2037 includes transferred property 
in a decedent’s gross estate only if posses- 
sion or enjoyment of the property could be 
obtained only by surviving the decedent 
and if the decedent retained a reversionary 
interest (or a power of disposition) in the 
property. From this it would appear that 
if a decedent had transferred property to 
accumulate the income for his life and he 


also retained a reversionary interest in the 


% Sec. 20.2032-1(b) (1). 

% Sec. 20.2035-1(b). 

18 Sec. 20.2035-1(e). 

1 ustc { 347, 278 U. S. 339 (1928). 

» Amending Sec. 811(c) of the Internal Reve- 
nue Code of 1939. 
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property, but gave his wife a power to cause 
the property and accumulations to be dis- 
tributed during his life to his children, the 
transfer would not be subject to tax under 
Section 2037. However, the last sentence 
of the section states that transferred prop- 
erty will not be included in a decedent’s 
estate if possession or enjoyment of the 
property could have been obtained through 
the exercise of a general power of appoint- 
ment, leaving the inference that perhaps no 
other power of appointment would serve 
the purpose. There is some ground for 
belief that this sentence is surplusage in 
the 1954 Code, having been carried over 
from the 1949 amendments in which it 
served a definite purpose. 


The regulations under Section 2037 also 
lay at rest a ghost which has from time to 
time bothered many practitioners, particu- 
larly those without long background in the 
subject. It is now expressly recognized 
that if a decedent has made an outright 
transfer of property to, for instance, his 
wife, the fact that he might receive the 
property back through inheritance or through 
a marital share of his wife’s estate does not 
constitute a reversionary interest.” It should 


be noted, however, that the regulations do 
not deal with the right which a spouse may 


have under the laws of some states to re- 
ceive a fee interest in each parcel of real 
estate which a decedent owned during his 
life unless she joined in a conveyance of 
the property during his life. (Since the 
statute expressly provides that a right to 
income is not a reversionary interest, a 
true right of dower presumably causes no 
problem.) 

Another provision in the regulations under 
Section 2037 is in the nature of a footnote 
to the history of Congressional committee 
reports. In the conference committee report 


on the Technical Changes Act of 1949, it 


was stated that if a reversionary interest 
was not susceptible to actuarial valuation, 
the principle established for gift tax pur- 
poses in the Robinette case” would be fol- 
lowed and it would be considered to have 
no value. The Senate Finance Committee 
report under the 1954 Code in effect repeals 
this principle and states that under such 
circumstances the reversion is to be valued 
at whatever it could be sold for, a rule 


which is adopted in the regulations.” 


*1 Sec. 20.2037-1(c) (2). 

% Robinette v. Helvering, 43-1 ustc { 10,014, 
318 U. S. 184. 

*8 Sec. 20.2037-1(c) (3). 
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Section 2036 and its predecessors have 
for many years provided that transferred 
property is included in a decedent’s gross 
estate if the decedent retained possession 
or enjoyment of the right to the income 
from the property, or the right to desig- 
nate the beneficiary, for, among other 
periods, “any period which does not in fact 
end before his death.” The regulations, for 
almost as many years, construed this phrase 
to mean “such a period as to evidence his 
intention that it should extend at least for 
the duration of his life and his death occurs 
before the expiration of such period.” * The 
proposed regulations abandon this inter- 
pretation.” The difference is important in 
the case of a transfer by a young and 
healthy individual who retains the income 
for a few years with the remainder vested 
in another and who unexpectedly dies dur- 
ing the income period. The regulations 
under this section also recognize that a 
transfer with a contingent life estate re- 
served in the transferor is taxable even 
though the life estate never takes effect,” 
and that an enforceable right to have in- 
come applied to the support of a dependent 
is a retention of the enjoyment of the in- 
come.™ The regulations under Section 2038 
adopt the principle of the Lober case:* A 
transfer is taxable even though the only 
powers retained by a decedent over trans- 
ferred property are powers to accelerate 
or postpone the enjoyment of completely 
vested interests.” 


The regulations under each of the three 
sections indicate the extent to which the 
particular section will reach transferred 
property subject to a retained power; under 
Section 2036 the entire value of the trans- 
ferred property is included, less only the 
value of any outstanding life estate,” while 
under the other two sections only the value 
of the property subject to the power is 
included." Similarly, Section 2036 extends 
to a power whose exercise is subject to a 
contingency which did not in fact occur 
during the decedent’s life,” while Section 
2038 does not.” Section 2037 appears by its 
express terms to include such a power if 
the other requirements of the section are 
satisfied. 


4 Regs. 105, Sec. 81.18(1). 

% Sec. 20.2086-1(a) (3). 

26 Sec. 20.2036-1(b) (1) (ii). 

7 Sec, 20.2036-1(b) (2). 

% Lober v, U. 8., 53-2 ustc J 10,922, 346 U. S. 
335. 

2 Sec. 20.2038-1(a). 

%® Sec. 20.2036-1(b) (1) (il). 

1 Sec. 20.2038-1(a). 

82 Sec. 20.2036-1(b) (3). 
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The regulations under both Sections 2036 
and 2038 provide that if a transferor retains 
the power to remove a trustee at any time 
and to appoint himself, the transferor will 
be pre. .med to have the powers of the 
trustee.™ The regulations under Section 
2038 go on to say that this principle would 
not extend to a power in the grantor to 
appoint himself under limited conditions 
which did not exist during his life—for 
example, a power to appoint a successor 
trustee, including himself, if the trustee 
resigned or committed a breach of trust. 
This qualification is not contained in the 
regulations under Section 2036, presumably 
because of the treatment of other contingent 
powers under that section. The same para- 
graphs of the regulations under Sections 
2036 and 2038 also provide that a retained 
power will cause transferred property to be 
included in the transferor’s estate regard- 
less of the capacity in which the powers are 
held and regardless of whether they are 
only exercisable in conjunction with another 
person. No such provisions are included in 
the regulations under Section 2037, whether 
through intention or oversight. The regu- 
lations further recognize that Section 2038 
applies to powers over either principal or 
income, that Section 2037 does not apply to 
an interest in (or therefore presumably to a 
power over) income only and that Section 
2036 does not apply to a power which 
could not affect the enjoyment of income 
during the transferor’s life The regula- 
tions contain no recognition of certain 
decisions under the predecessors of Sections 
2036 and 2038 to the effect that if a power 
is held in a fiduciary capacity and is limited 
by a definite standard, it does not bring 
transferred property within the scope of 
those sections, at least if the standard were 
such that the power was not in fact ex- 
ercisable during the decedent’s life.” 


Section 2039: Annuities 


Section 2039 is new in the 1954 Code. It 
concerns the taxability of annuities or other 
payments receivable after a decedent’s death 
under an agreement under which an annuity 
or other payment was payable to the 
decedent or the decedent had a right to 





%3 Sec. 20.2038-1(b). 

*% Sec. 20.2036(b)(3); Sec. 20.2038-1(a). 

% Sec. 20.2086-1(b)(3); Sec. 20.2037-1(c) (2); 
Sec. 20.2088-1(a). Former regulations under 
the predecessor of Sec. 2036 contained a provi- 
sion similar to that under Sec. 2036. Regs. 105, 
Sec. 81.19. 

% See authorities cited at CCH Federal Estate 
and Gift Tax Reports, Vol. 1, 7 1461.638, 1480.42, 
1480.883. 
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receive an annuity or other payment. 
Payments under qualified employees’ trusts 
and plans are exempt from tax to the extent 
they are derived from the employers’ con- 
tributions. The regulations provide that 
all agreements with a single employer are 
to be considered together in the application 
of this section, so that it could not be 
avoided by having two separate agreements 
with the same employer, one providing for 
payments to the decedent and the other to 
his beneficiary.” Further, while the decedent 
must have had some rights under the agree- 
ment, or have received some amounts 
under it, in order to bring the section into 
operation, the same paragraph of the regu- 
lations provides that the section applies if 
the decedent had either (1) received pay- 
ments, whether voluntary or not, or (2) 
had a right to receive payments at some 
time in the future, whether or not he had 
a present right to receive them. The regu- 
lations distinguish insurance benefits tax- 
able under Section 2042 from annuities 
taxable under Section 2039," and state that 
the exemption of annuities under qualified 
plans does not extend to insurance benefits.” 


Section 2040: Joint Interests 


The regulations under Section 2040, re- 
lating to joint interests, have been con- 


siderably rewritten, but with only two 
substantive changes which seem of import- 
ance. First, the regulations for many years 
have provided that the entire value of joint 
property is included in a decedent’s gross 
estate, less only the purchase price con- 
tributed by a surviving joint owner. In 
practice, a more equitable result has been 
arrived at by including in the decedent's 
estate a portion of the total value compar- 
able to his share of the total consideration 
furnished. The proposed regulations adopt 
such a proportionate formula.” (They do 
not expressly deal with the effect of a ma- 
terial shift in the value of the property 
between the time of a contribution by the 
decedent and a later contribution by a sur- 
viving joint tenant, or vice versa.) Further, 
the regulations now recognize court deci- 
sions to the effect that if a joint tenancy 
is converted into a tenancy in common 
before the decedent’s death, only the dece- 
dent’s fractional interest in the property is 


8t Sec. 20.2039-1(b). 

% Sec, 20.2039-1(d). 
footnote 10, above. 

® Sec. 20.2089-2(a). 

# Sec. 20.2040-1(a). 

#1 Sec. 20.2040-1(d). 

# Sec. 20.2041-1(b) (1). 
footnote 34, above. 


826 


See, also, Sec. 20.2031-8, 


See Sec. 20.2038-1(a), 


December, 1956 


included in his estate even though the 
severance was made in contemplation of 
death.“ A similar conclusion is implied if 
joint tenancy property is given away in 
contemplation of death. 


Section 2041: Powers of Appointment 


The provisions of the former regulations 
concerning powers of appointment, issued 
after passage of the Powers of Appointment 
Act of 1951, have been incorporated in the 
regulations with only minor rearrangement 
and qualification. However, considerable 
new material has been added, which may 
be summarized as follows: 

(1) An expanded definition of what con- 
stitutes a power of appointment, including 
provisions similar to those under Section 
2038 concerning the attribution of the powers 
of a trustee to a person who can appoint 
himself in place of an existing trustee; “ 
recognition that power to amend the ad- 
ministrative provisions of a trust instrument, 
without affecting beneficial enjoyment, is 
not a power of appointment; a discussion 
of the difference between a power of dis- 
position of the holder’s own property and 
a power of appointment;* and additional 
examples of the effect of powers over only 
a limited interest in property and of partial 
exercises.” 


(2) Further examples of what constitutes 
a general power of appointment, including 
a power to satisfy a legal obligation of the 
holder, and what does not constitute a gen- 
eral power, including a power to appoint 
to anyone other than the holder of the 
power or his creditors (if the power is 
exercisable during life) or his estate or the 
creditors of his estate.“ The same para- 
graph recognizes that a decedent may have 
two powers under the same instrument, one 
of which is a general power and the other 
of which is not.” 

(3) A definition of what is meant in Sec- 
tion 2041(b)(1)(A) by an “ascertainable 
standard,” neither limiting the phrase to 
bare necessities nor permitting it to include 
all personal expenditures in pursuance of a 
luxurious standard of living.® 


(4) Examples concerning the effect of a 
contingent exercise of a power“® and the 
existence of a contingent power.” 


* See footnote 42. 

* Secs. 20,2041-1(b)(2) and 20.2041-3(f). 
* Secs. 20.2041-1(b)(3) and 20.2041-2(f). 
* Sec, 20.2041-1(c) (1). 

4 Sec. 20.2041-1(c) (2). 

# Sec. 20.2041-1(c) (2). 

* Sec. 20.2041-1(d). 

© Sec. 20.2041-3(b). 
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(5) More precise rules with respect to 
when a power of appointment is treated as 
“post-1942” power." A power is considered 
to be a post-1942 power if after October 21, 
1942, the instrument creating the power was 
revocable or was amendable in a manner 
which could substantially affect the terms 
of the power or the identity of its holders, 
other than by or with the consent of the 
holders. However, a power is not con- 
sidered to be a post-1942 power merely 
because it is not exercisable or the identity 
of its holders is not ascertained until after 
that date. A power acquired after that date 
by reason of the failure of some other per- 
son to exercise a power of appointment or 
upon the happening of any contingency 
within the unrestricted control of some 
other person is considered to be a post-1942 
power. However, the mere appointment 
after October 21, 1942, of a successor or an 
additional trustee under an instrument not 
subject to amendment after that date does 
not put powers of the new trustee in the 
post-1942 class. 

(6) Expanded examples concerning the 
effect of the inter-vivos exercise of a pre- 
1942 general power,” the release following 
the exercise of such a power,” and the re- 
lease or partial release of a post-1942 general 
power,” under circumstances causing the 
property subject to the power to be included 
in the holder’s gross estate. 

(7) Adoption of the substance of Rev. 
Rul. 55-518,” to the effect that a post-1942 
power is taxable in the estate of the holder 
even though the holder is, and at all times 
since the creation of the power had been, 
physically or legally incompetent to exer- 
cise the power.” 


(8) Examples of what constitutes and 
what does not constitute an adverse interest 
with respect to the taxability of post-1942 
general powers.” 


(9) The refusal to recognize a disclaimer 
as such unless the disclaimer extends to the 
entire property subject to the power.” 


(10) The filling-in of an ellipsis in the 
statute concerning successive powers.” 

(11) A number of examples concerning 
powers held by beneficiaries.” 


Section 2042: 


Four changes in substance were made in 
the regulations under Section 2042, con- 
cerning the taxability of insurance: 

(1) The removal by the 1954 Code of the 
“premium payment test” is, of course, 
reflected. 


Insurance 


(2) The regulations under this section 
provide, as do those under Section 2037, 
that a possibility of inheritance or the pos- 
sibility of recieving a spouse’s marital share 
in transferred property is not a reversionary 
interest.” 

(3) A power over the disposition of an 
insurance policy is stated to be an incident 
of ownership even though it is retained 
by the insured in a fiduciary capacity.” It is 
further pointed out that the existence of 
such a power in a “funded” insurance trust 
may, in addition, cause other property in 
the trust to be taxable. 

(4) A new paragraph has been added 
concerning the taxability of insurance under 
“buy-sell” agreements, comparable to that 
included under Section 2031.” 


Section 2043: 
Sufficiency of Consideration 


The only change of substance in the 
regulations under Section 2043 is an express 
statement of the Service’s position that a 
transfer by a decedent, to satisfy an obliga- 
tion to support another person, is not sup- 
ported by consideration unless the obligation 
is completely discharged by the transfer, or, 
with respect to the value of support rights 
during the minority of a child, unless the 
transfer is made pursuant to a court decree.” 


Section 2053: 


Deductions for Expenses, Debts and Taxes 

The 1954 Code for the first time permits 
a deduction for expenditures exceeding the 
value of property subject to claims, under 
certain conditions. The proposed regula- 
tions discuss the new provisions in con- 
siderable detail.” Other changes in the 
regulations under Section 2053 are as 
follows: 


(1) It is recognized that no court order 
or decree is required as a prerequisite to 





51 Sec. 20.2041-1(e). 

8 Sec. 20.2041-2(c). 

5 Sec, 20.2041-2(d). 

% Sec. 20.2041-3(d) (1) and (2). 
85 1955-2 CB 384. 

56 Sec, 20.2041-3(b). 

5T Sec. 20.2041-3(c) (2). 

58 Sec. 20.2041-3(d) (6). 
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5 Sec. 20.2041-3(e). 

© Sec. 20.2041-3(f). 

® See. 20.2042-1(c) (3). 
(2), footnote 21, above. 

® Sec. 20.2042-1(c) (4). 

® Sec. 20. 2042-1(c) (6). 

* Sec. 20.2043-1(b). 

*® Secs. 20.2053-1(a) and 20.2053-8. 


See Sec. 20.2087-1(c) 





the allowance of a deduction if the deduc- 
tion would be properly allowable under 
local law.” 


(2) Allowable funeral expenses include 
reasonable amounts for future care of a 
cemetery lot or the like if such an expendi- 
ture is allowable under local law.” 


(3) Brokerage fees and excise taxes are 
allowed as deductible expenses if they are 
required to pay debts, taxes or expenses of 
administration or are required in order to 
distribute the estate.™ 


(4) A provision comparable to that under 
Section 2043 is included, concerning the 
extent to which claims under an agreement 
to support another person are allowed.” 


(5) Somewhat more explicit rules are 
provided for the deductibility of property, 
gift and income taxes.” Included is the 
substance of Rev. Ruls. 55-334" and 56-290” 
concerning, respectively, the deductibility of 
gift taxes payable on “split” gifts and the 
proper method of apportionment of lia- 
bility (or the right to a refund) for income 
taxes on a joint return, except that the regu- 
lations state that the latter rule is presump- 
tive only and is finally to be determined 
by state law. 


Se tion 2055: Charitable Deduction 


The regulations concerning charitable de- 
ductions have been substantially rearranged 
and to some extent rewritten. The only 
apparent change of substance, however, is 
the addition of a caveat to the effect that 
no deduction will be allowed for an income 
interest transferred to charity if, because 
of the circumstances surrounding the trans- 
fer, the interest appears to be illusory.” 


Section 2056: Marital Deduction 


Substantial changes were made in the 
marital deduction provisions of the 1954 
Code, principally to permit a marital deduc- 
tion for legal life estates with a power of 
appointment and for a life estate in, and a 
power of appointment over, a part of a 
trust. The new regulations reflect these 
changes in considerable detail.* They should 
dispel the fears of some about whether a 
right to receive the entire income from a 


% Sec. 20.2053-1(b) (2). 

* Sec. 20.2053-2. 

* Secs. 20.2053-3(d) and 20.2053-6(e). 
® Sec. 20.2053-4(b). 

® Sec. 20.2053-6. 

"1 55-1 CB 449. 

"1. R. B. 1956-26, 63. 

3 Sec. 20.2055-2(b). 
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specific portion means the same thing as 
a right to receive a specific portion of the 
entire income of a trust. Further, it is 
made clear that the right to income and the 
power of appointment need not be coex- 
tensive, but if one extends to a lesser por- 
tion of a trust than the other, a deduction 
will only be allowed for the lesser portion. 
Similarly, a power in another person to 
dispose of a portion of a trust will not 
completely disallow the marital deduction 
but will reduce it proportionately. The 
regulations emphasize that to be recognized 
a specific portion of a trust or a legal life 
estate must in effect be a fractional share, 
not a specific dollar amount (but a dollar 
amount may be a specific portion of the 
proceeds of an insurance policy™). They 
also recognize that under the 1954 Code, 
if property is left to the decedent’s spouse 
and another as joint tenants, a marital de- 
duction will be allowed for the spouse’s 
fractional share.” Finally, an inter-vivos 
power of appointment over a legal life 
estate, in order to qualify for the marital 
deduction, must include a power to give 
the property away as well as a power to 
consume it.” It need not, however, include 
a power to sever property from the life 
estate so that it can be disposed of by the 
life tenant’s will. 


Other changes in the marital deduction 
regulations are to the following effect: 


(1) The provision concerning the dis- 
allowance of a marital deduction with re- 
spect to a property interest for which some 
other deduction is allowed has been restated.” 


(2) An example recognizes the effective- 
ness of a provision in a decedent’s will to 
the effect that nondeductible assets shall 
not be assigned to the marital share.” 


(3) Additional examples have been added 
concerning common disaster provisions, in- 
cluding an illustration of the nondeductibility 
of a bequest to the decedent’s spouse condi- 
tioned upon her surviving the distribution 
of the decedent’s estate.” 


(4) The old regulations provided that the 
marital deduction must be reduced by the 
amount of any encumbrances on property 
passing to the surviving spouse. This con- 
clusion is now qualified to the extent that 


™ Sec. 20.2056(b)-5(a), (b) and (c). 
% Sec. 20.2056(b)-6(c) (1). 

© Sec. 20.2056(b)-5(g) (2). 

™ Sec. 20.2056(b)-5(g) (3). 

8 Sec. 20.2056(a)-2(b) (2). 

” Sec, 20.2056(b)-2(d). 

8 Sec. 20.2056(b)-3(d). 
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the surviving spouse is entitled to reim- 
bursement out of other assets of the dece- 
dent’s estate.™ 


(5) It is assumed that trust income is 
required to be paid at least annually unless 
state law or the governing instrument is 


shown to permit less frequent distribution.” 


(6) Previous regulations concerning the 
effect of unproductive property on the re- 
quirement that the surviving spouse be 
entitled to all the income of a trust have 
been modified to recognize that the require- 
ment is sufficiently complied with if the 
surviving spouse has the right to demand 
that the property be made productive.” 


(7) An example has been added concern- 
ing the disposition under a power of ap- 
pointment of income accrued at the surviving 
spouse’s death.™ 


(8) The regulations now provide that if 
a surviving spouse has either an inter-vivos 
or a testamentary power of appointment 
which qualifies for the marital deduction, 
she may have other more restricted powers 
in addition; that others may have power 
to benefit the spouse; and that a power in 
other persons to make distributions for the 
support of the spouse’s children will not dis- 
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%1 Sec, 20.2056(b)-4(b). 

8 Sec. 20.2056(b)-5(e). 

8 Sec. 20.2056(b)-5(f) (4) and (5). 
* Sec. 20.2056(b)-5(f) (8). 
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qualify the marital deduction if the spouse 
is obligated to support them.” 


(9) If the surviving spouse’s interest in 
insurance policies is contingent upon her 
surviving until proof of death is made to 
the insurance company, no marital deduc- 
tion is allowable.“ On the other hand, a 
power of disposition in the surviving spouse 
over insurance policies payable after her 
death will qualify for the marital deduction 
even though she does not have the power 
to require that they be paid in a single 
sum.” 


(10) Revenue Ruling 56-26," concerning 
the qualification of a widow’s award for the 
marital deduction, has now been incor- 
porated in the regulations.” 


Other Changes 


The regulations under Sections 2014 (credit 
for foreign death taxes) and 2015 (credit 
for death taxes on remainders) have been 
considerably revised, with some changes in 
substance. Those under Sections 2002 (lia- 
bility for tax), 2101-2106 (nonresidents not 
citizens) and the various procedural regu- 
lations have also been in part rewritten, 


but apparently without material substantive 
changes. [The End] 
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books of the company as trustee or in any other 
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the company as trustees, hold stock and securities in 
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mails or otherwise, to paid subscribers during the 
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Henry L. Stewart 
(Signature of editor, publisher, 
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8° See. 20.2056(e)-2(a). 





Thin Capitalization: 


Some Current Questions 
By BORIS |. BITTKER 


Mr. Bittker is professor of law 
at Yale Law School. 


INCE 1946, when the Supreme Court in 
Jdeciding two “hybrid security” cases 
(John Kelley Company v. Commissioner and 
Talbot Mills v. Commissioner, 46-1 ustc § 9133, 
326 U. S. 521) said that “we need not con- 
sidered the effect of extreme situations such 
as nominal stock investments and an ob- 
viously excessive debt structure,” the so- 
called “thin incorporation problem” has 
been a favorite subject of the commenta- 
tors.’ Many tax lawyers seem to be teachers 
without classrooms, but even taking into 
account their penchant for speculating in 
public, the many articles on thin incorpora- 
tion have been erected on a remarkably thin 
foundation of decided cases. Indeed, so 
authoritative a source as the Federal Income 
Tax Project of the American Law Institute 
could say, as recently as 1954, that a limita- 
tion on the amount of indebtedness held 
pro rata by shareholders “is not a part of 


1For citations, see Note, ‘“‘Thin Capitaliza- 
tion and Tax Avoidance,”” 55 Columbia Law 
Review 1054 (1955); Treusch, ‘Corporate Distri- 
butions and Adjustments: Recent Case Re 
minders of Some Old Problems Under the New 
Code,"’ 32 Taxes 1023, 1029, at footnote 85 
(1954). 

? American Law Institute, 2 Federal Income 
Tax Statute (February, 1954 Draft) 231-232. 

3’ The Colony, Inc., CCH Dec. 21,665, 26 TC —, 
No. 3 (1956) (on appeal, CA-6); B. P. Gale, CCH 
Dec. 21,711(M), 15 TCM 518; 241 Corporation, 
CCH Dec. 21,864(M), 15 TCM 901; Two-L Realty 
Company, Inc., CCH Dec, 21,324(M), 14 TCM 
1147. In these and in literally dozens of other 
cases in the last two years the Tax Court has 
emphasized the ratio of debt to stock, in disal- 
lowing deductions for interest, in treating repay- 
ments of ‘‘debt’’ as dividends to the recipients, 
in denying bad-debt deductions, etc. The fact 
that inadequate capital is often accompanied by 
other hallmarks militating against a finding of 
bona-fide indebtedness, thus permitting the Tax 
Court to rest its decisions on ‘‘all the facts’’ or 
on alternative grounds, does not reduce the 
importance of the ratio of debt to stock. 
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present law,” except for Jsidor Dobkin, CCH 
Dec. 17,767, 15 TC 31 (1950), aff’d per 
curiam, 51-2 uste $9509, 192 F. (2d) 392 
(CA-2), and George L. Sogg, CCH Dec. 
17,919(M), 9 TCM 927, aff'd per curiam, 
52-1 ustc § 9220, 194 F, (2d) 540 (CA-6), 
and that these cases “would seem to be 
contrary to the weight of prior authority.” * 
Prior “authority” is authoritative only as 
long as it is followed, however, and there 
have been enough thin incorporation cases 
in the last two years so that Dobkin and 
Sogg can no longer be dismissed as mo- 
mentary aberrations. But although these 
later cases go far toward establishing a 
“doctrine” of thin capitalization,’ by them- 
selves they hardly supply a pretext, let alone 
a warrant, for still another article on the 
subject. There have been some other de- 
velopments in this area, however, that in 
my opinion call for further study. 


Computing the Ratio 


In the John Kelley Company case, the Su- 
preme Court spoke of “nominal stock in- 

The ratio of debt to stock has been thought 
to be crucial, however, only if the debt is held 
pro rata by the shareholders or if variations in 
their holdings are either quantitatively minor 
or mitigated by family relationships. 

The Court of Appeals for the Fifth Circuit 
has resisted the burgeoning ‘‘thin corporation 
doctrine’; in its view, advances by shareholders 
to their corporation cannot be converted from 
“loans’’ into ‘‘contributions to capital’’ if 
“there is no evidence of an intent to make a 
contribution to capital other than the ratio 
between debt and stated capital.”” Rowan v. 
U. 8., 55-1 ustc § 9188, 219 F. (2d) 51 (CA-5). 
By itself, the Rowan case might be set down to 
inept pleading by the government (the court of 
appeals thought the taxpayers’ motion for sum- 
mary judgment should have been granted be- 
cause the government, relying mainly on a 
revenue agent's affidavit which referred to the 
advances as ‘‘debts,’’ failed to raise a substan- 
tial issue of fact). But the court itself has not 
construed it so narrowly. See Sun Properties, 
oe U. 8., 55-1 ustre § 9261, 220 F. (2d) 171 
( " 
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vestments and an obviously excessive debt 
structure.” So far, however, no court has 
ventured to set out the criteria of an “ex- 
cessive debt structure.”* No mechanical 
test is possible, of course, since what is “ex- 
cessive” for one industry may be “normal” 
for another; and even within a single in- 
dustry, no corporation is the same as the 
next. But the ratio of debt to stock is at 
least a gross measure of abnormality, and 
it would probably be generally agreed today 
that a ratio of 1,000 to one is so extreme, no 
matter what the industry, that only the most 
remarkable countervailing circumstances 
would permit a finding of bona-fide in- 
debtedness.*® Contrariwise, it would probably 
be assumed by all that a ratio of two to 
one is a hallmark of authenticity for even 


a risky business.* 


But when we speak of a ratio of 1,000 to 
one, what are we comparing? In the Dobkin 
case, the organizers of a corporation paid 
in $28,000 in cash, for which they received 
promissory notes in the face amount of 
$26,000, and stock with a par or stated value 
of $2,000. The corporation then purchased 
an apartment building for approximately 
$72,000, paying about $28,000 in cash and 
assuming outstanding first and second mort- 
gages aggregating about $44,000.” In finding 
“a ratio of 35 to one of indebtedness to 
capital stock” (total debt of $70,000 and 
stock of $2,000), the Tax Court took the 
first and second mortgages into account. 
The equity was dangerously thin whether 
the corporation assumed the mortgages or 
merely took the property subject to them. 
If in fact the corporation did not assume 
the mortgages, however, the “notes” would 
have been a bit less speculative. This could 
hardly have made any difference on the Dobkin 
facts, of course, but in other circumstances 
it may be important. If the corporation had 
issued $18,000 of notes and $10,000 of stock, 
for example, the ratio would have been 


about six to one (total debt of $62,000 and 
stock of $10,000). On these facts, it is con- 
ceivable that a court would refuse to honor 
the corporation’s notes if the mortgages had 
been assumed, but accept them at face value 
if the corporation had simply taken the 
property subject to the mortgages. 


Another issue suggested by the Dobkin 
case is the extent to which the courts will 
examine the validity of each class of debt 
independently. If the organizers of the 
corporation had paid in $72,000 to cover the 
entire cost of the property, and then taken 
back a first mortgage of $44,000, notes of 
$26,000, and stock with a par or stated 
value of $2,000, would the mortgage have 
been honored by the Tax Court? The ratio 
of the mortgage to stock on these facts is 
22 to one ($44,000 to $2,000), but the ratio 
of senior to junior investment is 11 to seven 
($44,000 to $28,000). The latter is the 
proper ratio, and it is hard to believe that the 
mortgage would be held to be the equivalent 
of stock, even though the notes are vulnerable. 


This suggests that a corporation might 
issue several classes of junior securities to 
its shareholders, seeking to compel an inde- 
pendent judgment on the validity of each 
class in turn. The corporation in the Dobkin 
case, for example, might have issued to its 
shareholders, in exchange for their $28,000 
cash investment, a $12,000 third mortgage, 
a $8,000 fourth mortgage, $2,000 of deben- 
tures, $4,000 of notes, and $2,000 of stock. 
Is it possible on these facts that only the 
notes, or only the notes and the debentures, 
would have been disqualified? The courts 
have long had to draw such lines in deciding 
“reasonable compensation” cases and under 
Section 535(c)(1) of the 1954 Code a similar 
judgment will have to be made in imposing 
the accumulated earnings tax; the Cohan 
case* provides another analogy. In “thin 
corporation” cases involving a series of 





‘ There is an excellent discussion of this sub- 
ject in the Columbia Law Review note cited at 
footnote 1. 

5In a few cases, shareholder obligations that 
seemed to be excessive in amount have been 
accepted at face value by the courts because 
third persons so treated them. George J. 
Schaefer, CCH Dec. 21,124, 24 TC 638 (1955); 
John Wrather, CCH Dec. 20,978(M), 14 TCM 
345. 

* The fact that ‘‘debt’’ is not excessive in rela- 
tion to stock does not insure its recognition as 
such; there may be other indicia that it is not 
bona fide. In saying that a ratio of two to one 
is not excessive, I am mindful of the fact that 
even this amount of debt may be unusual in 
industrial corporations. See Silberman, ‘‘How 
Much Can Business Borrow?"’ 53 Fortune 131, 
155-156 (1956), stating that a corporation with 
$78 million of debt against $27 million in pre- 
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ferred stock and $30 million in equity has ‘‘a 
debt structure that would frighten most com- 
panies’’; that debt of two to one is ‘‘particu- 
larly high debt’’; that a corporation with 51 
per cent debt is a ‘‘very heavy borrower,”’ etc. 
A capital structure may be unsound in the eyes 
of Wall Street, but that does not necessarily 
transform its debt into stock for tax purposes 
any more than for other purposes. 

™The findings of the court do not indicate 
whether the corporation assumed the mortgages 
or purchased the property subject to them. I 
am informed that the petition is equally unin- 
formative, but that the petitioner’s brief states 
that ‘‘the purchase price was $71,000, including 
a first mortgage of $39,500 and a second mort- 
gage of $4,250," which may imply that the 
mortgages were assumed. 

* Cohan v. Commissioner, 2 ustc { 489, 39 F. 
(2d) 540 (CCA-2, 1930). 
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advances by a shareholder to his corpora- 
tion, to be sure, the courts have not ordinarily 
distinguished among advances of equal dig- 
nity, even though some may have rested on 
a firmer foundation of equity investment 
than others.” But, so far, the courts have 
not apparently been confronted by a case 
in which the shareholders hold several 
classes of alleged debt, clearly labeled as 
such, and the question must still be regarded 
as undecided. Unless the classes of debt 
are proliferated beyond normal business 
usage, they should not be lumped together 
for condemnation en masse. 


The John Kelley Company case spoke of 
“nominal stock investments” as contrasted 
with “material amounts of capital : 
invested in stock.” Should the ratio take 
into account earned surplus, paid-in surplus, 
etc., or ought it to be limited to the amounts 
paid in that cannot be used for dividends, 
that is, par or stated value? Since earned 
and paid-in surplus can be paid out to the 
shareholders, a lender who was interested 
in the ratio of debt to stock might well dis- 
regard such accounts in determining whether 
a loan would create an “excessive debt 
structure.”. Conventional financial analysis, 
however, employs the ratio of liabilities to 
net worth, a relationship which takes into 
account the surplus accounts as well as 
stated capital.” The Tax Court apparently 
agrees that surplus accounts may be included 
in deciding if the corporation is adequately 


capitalized.” 


A related issue is whether the book value 
or adjusted basis of the corporation’s assets, 
or their market value, should be employed 
in determining the amount of capital in- 
vested by the shareholders. -In Swoby 
Corporation, CCH Dec. 16,123, 9 TC 887 
(1947), the Tax Court found “an obviously 





* But sometimes the taxpayer's conduct has 
enabled the court to distinguish among ‘‘ad- 
vances’’ and to hold that some were capital 
contributions and others were true debts (J. 
Terry Huffstutler, CCH Dec. 20,042(M), 12 TCM 
1422; George J. Schaefer, cited at footnote 5) 
and on other occasions the taxpayer has con- 
ceded that some ‘‘advances’’ were capital con- 
tributions and has sought to salvage only the 
balance (John Wrather, cited at footnote 5, 
conceding that ‘‘advances’’ to ‘“‘promote and 
finance the organization’’ of the corporation 
were capital contributions but claiming a bad- 
debt deduction for later advances used ‘‘for 
material, equipment, and operating expenses’’). 
It is not necessarily the earlier advances that 
are most vulnerable. If the corporation's for- 
tunes are declining, later advances might be 
treated as capital contributions even though the 
earlier advances were beyond criticism. 

%” Myer, Financial Statement Analysis (1946), 
pp. 129-133, 195; Foulke, The Genesis of the 14 
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excessive debt structure” when an office 
building worth “at least $250,200” was trans- 
ferred to a newly created corporation for 
a $250,000 debenture and stock with an 
aggregate par value of $200. The court 
apparently regarded market value as more 
relevant than book value in determining 
whether the ratio of debt to stock was 
excessive, but at the same time it dis- 
regarded (though perhaps only for failure 
of proof) the possibility that the value of 
the building was substantially more than 
$250,200. In another case, however, the 
Tax Court recognized that “orders or 
unbilled items and good will” that had a 
substantial market value could be given 
effect in determining the adequacy of a 
corporation’s capital, although their ad- 
justed basis was apparently either nominal 
or zero.” And in Kraft Foods Company v. 
Commissioner, cited at footnote 11, the court 
thought “it obvious that in the determina- 
tion of debt-equity ratios, real values rather 
than artificial par and book values should 
be applied.” 


In all these cases, it has been assumed 
that the values at the time the alleged in- 
debtedness was incurred are controlling, 
regardless of the corporation’s later financial 
history. It should not be surprising that if 
the shareholders become bona-fide creditors 
at the outset of the venture, they are not 
deprived of their status by the corporation’s 
later financial difficulties. But it is equally 
true that “debt” which is a disguise for 
stock when issued is not purged by an 
improvement in the corporation’s fortunes. 
Under the Basley case," stock can be up- 
graded to debt only if the shareholder 
reports dividend income; this rule would be 
undermined if a corporation at organization 
could issue an excessive amount of “bonds” 
that would be transmuted from stock to 


Important Ratios (Dun & Bradstreet, Inc., 1955), 
p. 47 (‘‘total debt to tangible net worth’’); SEC, 
Holding Co. Release No. 13255 (1956) (ratio of 
long-term debt to capitalization and surplus; 
ratio of common stock equity (including sur- 
plus) to capitalization and surplus). 

uB. M. C. Manufacturing Company, CCH 
Dec. 18,908(M), 11 TCM 376; see also Kraft 
Foods Company v. Commissioner, 56-1 vustc 
| 9428, 232 F. (2d) 118 (CA-2), note 17; Harle v. 
W. J. Jones & Company, 200 F. (2d) 846, 850 
(CA-9, 1952). 

% Ainslie Perrault, CCH Dec. 21,370, 25 TC 
439 (1955); compare R, M. Gunn, CCH Dec. 
21,369, 25 TC 424 (on appeal, CA-10), where 
there were no such unbooked assets. See also 
gg Tauber, CCH Dec. 21,002, 24 TC 179 
(1955). 

% Bazley v. Commissioner, 47-1 vustc { 9288, 
vind U. S. 737; see also Sec. 354(a)(2), 1954 

e. 


TAXES—The Tax Magazine 


true bonds if and when the corporation 
became a success.” 


Sales of Dishonored Securities 


If corporate prosperity does not remove 
the taint from the shareholders’ “bonds” 
or other “obligations” that were excessive 
in amount when they were issued, what is 
the effect of a sale of such instruments by 
shareholders to an outsider? Assume, for 
example, that the Dobkin corporation became 
so successful that the shareholders could 
sell their “debentures” to an insurance com- 
pany or other institutional lender. A host 
of troublesome and undecided questions 
would arise upon such a sale. One approach 
would be to treat the instruments as though 
they were shares of preferred stock. The 
sale would then produce capital gain to 
the shareholders (their basis being com- 
puted under Section 358). The “interest” 
paid by the corporation to the new owners 
of the instruments would continue to be 
nondeductible, but they would be entitled 
to the dividends received credit. They 
would treat a retirement of the “debentures” 
as a redemption of stock under Section 302; 
it would probably produce capital gain or 
loss under Section 302(b)(1) or Section 
302(b)(3). The redemption would not affect 
the original owners of the instruments, at least 
if it was not contemplated or prearranged at 
the time they were sold.” If the instru- 
ments can be characterized as preferred 
stock, then the original owners would be 
well advised to sell them, since a sale may 
avoid the dividend tax that would be im- 
posed if they were held untii retirement. 

But the instruments do not automatically 
become preferred stock simply because they 
are held not to be evidences of bona-fide 
indebtedness. ‘‘Loans” by shareholders to 
thin corporations are sometimes labeled 
“contributions to capital” by the courts, 
the implication being that any instruments 
evidencing the “loans” are to be totally 
disregarded. If this rationale were pursued 
logically, the entire proceeds of a sale 
of the instruments by the shareholders 





would be taxable, since there would be no 
offsetting basis, and the proceeds would be 
ordinary income rather than capital gain, 
since the phantom instruments would not be 
“property” within the meaning of the “capital 
asset” definition of Section 1221. On the 
other hand, the instruments would pre- 
sumably come to life in the hands of the 
transferees, but whether they wotld be 
characterized as shares of preferred stock or 
as authentic evidences of indebtedness is 
unclear. They might be characterized as 
evidences of indebtedness so far as the new 
owners are concerned (that is, so as to deny 
the dividends received credit, to bring a 
retirement within the terms of Section 1232, 
etc.), even though the corporation was 
denied the interest deduction. 


Sales to Thin Corporations 


Most thin corporation cases fall into one 
of two patterns: (1) A newly organized 
corporation issues a nominal amount of 
stock and an excessive amount of bonds or 
notes to its promoters, pro rata, in a Section 
351 exchange; or (2) 4 corporation launched 
with inadequate capital “borrows” from its 
shareholders to meet financial demands that 
might have been foreseen when it was or- 
ganized. 

Litigation during the last two years in- 
dicates that a third pattern is taking shape: 
the “purchase” of business assets from its 
shareholders by an undercapitalized corpora- 
tion. As an example, assume that two partners 
organize a new corporation, paying $2,000 for 
common stock with a par or stated value 
of $2,000. They then “sell” their partner- 
ship assets, with an adjusted basis of 
$100,000 and a fair market value of $120,000, 
to the corporation. The sales price is 
$120,000, to be paid in 60 monthly install- 
ments of $2,000 each, with interest, and the 
corporation issues 60 negotiable notes to 
the partners to evidence its obligations under 
the contract. By this plan, they hope to 
lay the basis for interest deductions by the 
corporation as well as for withdrawals of 
corporate profits in the form of payments 





4% This objection to upgrading is not applica- 
ble to a corporation having no earnings and 
profits, since a distribution of debt instruments 
to its shareholders would not be taxable as a 
‘dividend’ and would produce capital gain un- 
der Sec. 301(c)(3)(A) only if its value exceeded 
the basis of their shares. 

% Since a retirement of the ‘‘debentures’’ 
would be a taxable dividend to the original 
owners, the government might assert that a sale 
followed by a prearranged retirement should 
be treated as a disguised dividend. See Rhodes’ 
Estate v. Commissioner, 42-2 ustc { 9691, 131 F. 
(2d) 50 (CCA-6). Chamberlin v. Commissioner, 
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53-2 ustc { 9576, 207 F. (2d) 462 (CA-6), cert. 
den., 347 U. S: 918, would be an obstacle to this 
argument, though other courts might refuse to 
follow it; and even the Court of Appeals for 
the Sixth Circuit might distinguish one pre- 
arranged redemption from another by reference 
to the length of time between sale and redemp- 
tion, etc. Sec. 306 does not reach preferred 
stock issued in a Sec. 351 transaction; but it 
does not necessarily follow that the Chamberlin 
case was thereby endorsed as to a later sale of 
such stock in conjunction with a prearranged 
redemption. 
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on the purchase price of the assets. (They 
recognize that if the stock and notes had 
been issued in exchange for the assets in 
a Section 351 transaction, the notes would 
probably be treated as the equivalent of 
stock, causing the interest deductions to 
be disallowed and payment of the notes 
to be taxed as a dividend.) In addition to 
avoiding the perils of the thin corporation, 
the sale is designed to give the corporation 
a basis for the transferred assets equal to 
their fair market value; in the case of plant, 
machinery and equipment, this will increase 
the depreciation deducted from ordinary 
income, although the partners’ gain on the 
sale of these assets to the corporation will 
be taxed only as capital gain.“ Moreover, 
by electing to report their profit on the 
installraent basis, the partners can recognize 
it in easy stages over a period of time. 


An obvious hazard to the plan is that the 
purchase of the stock by the partners for 
cash and their sale of the assets may be 
telescoped by the courts into a single trans- 
action: an exchange of property for stock 
Or securities under Section 351. This in 
itself would not be a serious threat to the 
plan, since if the short-term installment 
notes constitute “boot” rather than “securi- 
ties,” the partners would recognize income 
on the exchange and the basis of the assets 
would be increased, just as was contem- 
plated. Moreover, if the notes were recog- 
nized as “boot,” the corporation would 
presumably be allowed to deduct its interest 
payments, and the payment of the notes 


when due would not constitute a dividend 
to the partners. 

Once the “sale” is regarded as a Section 
351 transaction, however, the whole plan 
falls into the classic pattern of the thin 


corporation: the issue by a newly organized 
corporation of an excessive amount of debt 
against a nominal base. If the “notes” 
are thus transmuted into stock, the interest 
deduction will be disallowed and payments 
on the notes will constitute dividends to 
the shareholders. The transfer itself would 
then be a tax-free exchange, but the corpo- 
ration would have to carry over the partners’ 
basis for the assets. Several judicial decisions 
have already adopted just this approach.” 
In these cases, the “sale” followed so 
promptly upon the creation of the corporation 
that both could easily be regarded as one 
integrated transaction; consequently, the 
courts were not faced with the question of 
how to treat an independent “sale” to an 
undercapitalized corporation, that is, a “sale” 
to an undercapitalized corporation that has 
been in existence for some time. Such a 
“sale” might be treated either (1) as a 
disguised Section 351 transaction, in which 
property was tranferred in exchange for 
“securities” that were the equivalent of 
stock or (2) as a contribution to capital.” 

In addition to the cases holding that a 
“sale” was an integral part of a Section 
351 transaction, the Tax Court has decided 
two other cases in which the “sale” was 
honored because the corporation was not 
too “thin.” ” 


Guaranteed Loans as ‘‘Solution" 


It has recently been announced that 
guaranteed loans “should wholly eliminate 
the problem of thin incorporation.”” The 
“technique” recommended is for the corpora- 
tion to borrow from a bank or other out- 
side lender, rather than from its share- 
holders, and for the shareholders to guaran- 
tee payment of the loans. The proponent 





% If the seller owns directly or constructively 
more than 80 per cent in value of the corpora- 
tion’s stock, however, his gain is taxed as or- 
dinary income by Sec. 1239. 

* R, M, Gunn, cited at footnote 12; Houck v. 
Hinds, 54-2 ustc { 9567, 215 F. (2d) 673 (CA-10); 
Estate of Herbert B. Miller, CCH Dec. 21,196, 
24 TC 923 (1955) (on appeal, CA-9). The theory 
of these decisions might have been adopted in 
two earlier cases, in which sales to undercapi- 
talized corporations were given effect, but ap- 
parently the thin capitalization issue was not 
raised. Herff & Dittmar Land Company, CCH 
Dec, 8923, 32 BTA 349 (1935); Hollywood, Inc., 
CCH Dec. 16,230, 10 TC 175 (1948). 

In the Sun Properties case, cited at footnote 
3, the Court of Appeals for the Fifth Circuit 
gave effect to a sale by a sole shareholder to 
his undercapitalized corporation, adhering to 
its rejection of the thin corporation doctrine. 

% Tf the ‘‘sale’’ is regarded as a contribution 
to capital (which was the theory of the district 
court whose decision was reversed in Sun Prop- 
erties), the evidences of indebtedness received 
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by the shareholders would presumably be disre- 
garded rather than be taxed as a Sec. 301 
distribution. 

® Ainslie Perrault and Sheldon Tauver, cited 
at footnote 12. The Tauber case bears witness 
to the novelty of the problem of ‘‘sales’’ to 
undercapitalized corporations; the court sald 
“there was here no ‘thin’ capitalization, al- 
though the importance of ‘thin’ capitalization 
in this case is not readily apparent.’’ Its im- 
portance became apparent only seven months 
later, however, when the Gunn case, cited at 
footnote 17, was decided. 

*” Lutz, ‘“‘Capital Formation of Speculative 
Enterprises,"’ 34 TAXES 420, 423 (1956). See 
also Fuller, ‘“‘Tax Results of Stockholder Ad- 
vances and Guaranty Payments,’’ 29 Tulane 
Law Review 775, 784 (1955). For skepticism, 
see Holzman, ‘‘The Current Trend in Guaranty 
Cases: An Impetus to Thin-Incorporation?’’ 11 
Tax Law Review 29, 47 (1956); Semmel, ‘‘Loan 
Versus Investment—Inadequate Capitalization,’’ 
5 Tax Law Review 424, 427-428 (1950). 


TAXES—The Tax Magazine 





aS — 





of this plan apparently is convinced that 
the periodic payments made by the corpora- 
tion to the bank or other lender for use 
of the funds would be deductible as “in+ 
terest” under Section 163 and that repay- 
ment of the borrowed funds by the 
corporation would not constitute a dividend 
to the shareholders. 


This recommendation of guaranteed loans 
as a solution to the problems of the thin 
corporation underestimates the perspicacity 
of the courts. Just as a “bond” is not 
necessarily a bond, so a “guaranteed loan” 
is not necessarily a guaranteed loan; a 
“lender” is not necessarily a lender; and a 
“guarantor” is not necessarily a guarantor. 
In form the bank may have lent money to the 
corporation upon the guaranty of the share- 
holders; but in substance, the bank may have 
made the loan to the shareholders, who in 
turn passed the funds on to the corporation 
as—perish the thought—a capital contribu- 
tion. If the transaction is recast in this 
fashion, the payments by the corporation to 
the bank (whether labeled “interest” or 
“repayment of loan”) would serve to dis- 
charge obligations of the shareholders to 
the bank and thus would be disguised divi- 
dends (if covered by earnings and profits), 
while if the corporation became insolvent 
the shareholders would suffer capital losses 
under Section 165(g) rather than ordinary 
losses under the Fox and Pollak cases.” 


While there are as yet no cases directly 
in point, the courts have in the past recog- 
nized that a guaranteed loan may be some- 
thing other than what it appears to be. In 
E. J. Ellisberg, CCH Dec. 16,026, 9 TC 463 
(1947), the court refused to allow a fond 
father to deduct a loss arising from a 
guaranty of his son’s debt. The son, to 
finance a business, had borrowed from a 
bank on notes endorsed by the father, who 
was compelled to make good when the son’s 
business failed. On the ground that there 
was “no reasonable expectation” when the 
father guaranteed his son's debt that the 
son would pay the bank or reimburse his 
father, the court held that “the transaction 
in question is equivalent to one in which a 
father borrowed money from a bank and, 
in effect, made a gift of the proceeds to his 
son.” The theory that the endorser of a 





note is—for tax purposes—the borrower 
can be applied with equal cogency if the 
shareholders of a corporation endorse its 
notes. If the corporation is too weak to 
borrow on its own credit and if the lendér 
looks primarily to the secondary party and 
only secondarily (if at all) to the primary 
party, the courts may well say to the “en- 
dorser”: “You, not the corporation, are 
the borrower.” ” The consequences would 
be that the corporation’s payments to the 
bank, whether in payment of “interest” or 
of “principal,” would be taxed to the share- 
holders as disguised dividends, and they, 
rather than the corporation, would be en- 
titled to the interest deduction. 


In the Ellisberg case, to be sure, the en- 
dorser’s veil was pierced only after the 
court found that the son, who was the 
ostensible borrower, “was without resources 
and was likely never to have any.” When a 
corporation borrows funds on notes endorsed 
by its shareholders, the expectation of the 
parties is that the corporation will be success- 
ful enough to pay off the borrowed funds 
itself. But this is equally true when the 
shareholders make “loans” directly to a 
thin corporation; the intent to have the 
corporation pay off the “loans” is, in such 
instances, regarded as no more than an 
intent to have the corporation pay dividends; 
so with guaranteed loans. An intention to 
repay them out of corporate profits does 
not make them “loans” by the bank to the 
corporation. They can— in appropriate cir- 
cumstances—be regarded as loans by the 
bank to the shareholders, the proceeds’ of 
which are used by the shareholders to make 
capital contributions to the corporation; the 
intention to apply corporate profits to their 
repayment can be regarded as no more 
than an intention to pay disguised divi- 
dends when, as, and if the corporation’s 
business permits. 


If a direct “loan” by a shareholder to 
his corporation would constitute a capital 
contribution because the corporation is 
too “thin,” then, it would be rash to assume 
that the “technique” of a guaranteed: loan 
to the same corporation will pass muster. 
It might get by once or twice because of 
its novelty, of course, but in the long run 
the results will probably be disappointing. 





1 Fox v. Commissioner, 51-2 ustc { 9379, 190 
F. (2d) 101 (CA-2); Pollak v, Commissioner, 
54-1 uste { 9149, 209 F. (2d) 57 (CA-3); but see 
Putnam v. Commissioner, 224 F. (2d) 947 (CA-8, 
1955); cert. granted, 350 U. S. 964. 

% My colleague, Wesley A. Sturges, has called 
my attention to a line of cases in the law of 
suretyship, in which an ostensible maker of a 
note is held to be a guarantor. In many states, 
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a married woman cannot become surety for her 
husband; to protect whatever policy the statute 
embodies, the courts on occasion look beyond 
the form of the instrument in order to hold 
that a married woman who purported to act 
as maker is in reality a guarantor. See Sturges, 
Cases and Materials on Credit Transactions 
(4th Ed., 1955), pp. 8-14. This transformation is 
the converse of that suggested in the text. 
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“Permanent Capital Structure’ — 
A Cloud on the Horizon? 


Until recently, it was ordinarily assumed 
that if a new corporation issued bonds and 
stock to its organizers in exchange for 
business assets, the bonds (if valid on their 
face and not excessive in amount) would 
be recognized as such even though they 
were issued for fixed assets or other prop- 
erty necessary to the conduct of the busi- 
ness. There is a judicial trend, however, 
toward the conclusion that bonds and other 
evidences of indebtedness are not bona fide 
if issued to the corporation’s shareholders 
in exchange for assets required to get the 
business under way.” The Tax Court 
expressed this view quite explicitly in the 
Miller case, cited at footnote 17 and now 
on appeal: 


“The contributions which petitioner con- 
tends created an indebtedness constituted 
substantially everything the corporation 
owned and which it required in order to 
commence doing business and to remain in 
business. It was at all times intended that 
the value of such contributions should 
remain indefinitely at the risk of the going 
business as part of its permanent capital 
structure. To be sure, the partners un- 


doubtedly expected, as contended by peti- 
tioner, earnings to be sufficiently high that 


in a relativeiy short time they would be 
able to withdraw sums approximating in 
amount their original capital investment 
without impairing necessary capital; and 
subsequent events seem to prove this ex- 
pectation to have been justified. This, 
however, does not alter the fact that every- 


%In Sam Schnitzer, CCH Dec. 17,094, 13 TC 


thing transferred to the corporation in May 
and June of 1946 was intended to remain 
therein as part of its permanent capital 
structure: only surplus earnings, to be 
subsequently acquired as a result of success- 
ful operations of the business were in fact 
intended to be withdrawn.” ™ 


Why this stress on the fact that the notes 
were issued by the corporation to its share- 
holders in exchange for assets that were 
necessary to the conduct of the business 
and “intended to be part of its permanent 
capital structure” or, as other cases™ have 
put it, for “a permanent asset,” “to establish 
new businesses,” for “money .. . essential. 
in the business,” “for acquisition of capital 
assets,” or for “funds to start the corporate 
life’? It seems clear that the courts do 
not intend to deny the validity of bonds 
or notes issued to outsiders in payment for 
fixed assets. To be sure, an outside creditor 
might insist on reclaiming the assets, fore- 
closing his lien, or levying execution on the 
corporation’s property if the debt is not 
paid, whatever the cost to the corporation, 
while a shareholder-creditor would ordi- 
narily act more leniently.* The Tax Court 
may have had this distinction in mind in 
the Miller case, since it went on to say: 


“Although the notes in form are absolute, 
and call for fixed payments, we have no 
doubt, from a reading of the entire record, 
that no payment was ever intended or 
would ever be made which would in any 
way weaken or undermine the business.” 


If the test of indebtedness employed by 
the Tax Court in Miller is the creditor’s will- 
ingness to push the borrower to the wall, 


life.’ See also Sun Properties, Inc. v. U. 8&., 


43 (1949), the Tax Court said of certain ‘‘ad- 
vances’’ to a newly organized corporation: 
‘Substantially all had apparently been 
invested in the corporation's organization and 
plant, a permanent asset. Advances for such 
a purpose are by their very nature placed at the 
risk of the business... ."’ See also J. V. Reed, 
CCH Dec. 21,015(M), 14 TCM 455 (‘‘Thus, these 
advances were necessary to establish new busi- 
nesses and partake more of the nature of capi- 
tal than loans."’); Hubbard, CCH Dec. 
19,214(M), 11 TCM 958 (‘‘. . . considering that 
the money was essential in the business, there 
has been no adequate explanation for limiting 
the capital stock to $50,000 and accounting for 
the balance transferred as alleged debts to the 
petitioners."’); B. P. Gale, cited at footnote 3. 
In Rowan v. U. 8., cited at footnote 3, holding 
that certain advances by shareholders to their 
corporation were bona-fide debt, the court made 
an italicized point of the fact that the advances 
were for ‘“‘working capital’ (not, it will be 
noted, purchase of capital assets) and it dis- 
tinguished other cases where the alleged ‘‘ad- 
vances’ were ‘‘made for acquisition of capital 
assets’’ (but see the court’s footnote 5) or con- 
stituted ‘‘Initial funds to start the corporate 
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cited at footnote 3. 

%* As the first sentence of this extract indi- 
cates, the case could have been disposed of with 
ease on the ground that the stock investment 
was nominal and the debt excessive. But the 
court chose to use language that has implica- 
tions far beyond the run-of-the-mill thin corpo- 
ration case, whether or not it intended to rest 
its judgment on a broader ground. 

* See footnote 23. 

** Even a shareholder, however, may levy on 
the corporation's property in extreme circum- 
stances, that is, to share with other creditors 
in a distribution or to impress a superior lien 
on the assets. Indeed, the ‘‘Deep Rock’’ doc- 
trine applied so frequently in bankruptcy and 
reorganization cases takes as its starting point 
the effort of a parent corporation to collect a 
claim from its subsidiary. Taylor v. Standard 
Gas & Electric Company, 306 U. S. 307 (1939); 
and see Ballantine, Corporations (Rev. Ed., 
1946), pp. 301-303. 

The fact that a shareholder was recognized as 
a creditor in a bankruptcy proceeding was one 
of the reasons for treating his advances as 
bona-fide debt in J. B. Reilly, CCH Dec. 
20,819(M), 14 TCM 22 (one judge dissenting). 


TAXES—The Tax Magazine 





as this extract suggests, the case falls into 
line with several other recent Tax Court 
cases, to be discussed below, refusing to 
honor bonds and notes held by shareholders 
of the issuing corporation when the court 
detected an absence of intent to enforce 
them rigorously against the corporation. 
But if the weakness in the Miller notes was 
that they were owned by presumptively 
generous shareholders, the deficiency did 
not arise from the “permanent” character 
of the assets for which they were issued. 
Notes would suffer from the same deficiency 
if issued by the corporation to its share- 
holders for inventory, for working capital, 
or even in payment for a block of football 
tickets. 


The “permanent capital structure” lan- 
guage is often accompanied by an equally 
puzzling use of the term “risk of the busi- 
ness.” This term has been popular in the 
Tax Court at least since 1949, when it said 
of certain “advances” by a newly organized 
corporation by its shareholders: 


“Substantially all had apparently 
been invested in the corporation’s organiza- 
tion and plant, a permanent asset. Advances 
for such a purpose are by their very nature 
placed at the risk of the business... .”™ 


The statement is puzzling because all of 


the corporation’s assets—plant, equipment, 
inventory, cash, unrelated investments, etc. 
—are “at the risk of the business” in the 
sense that unpaid creditors may seize them 


unless they are encumbered by liens. If a 
shareholder’s advances constitute a con- 
tribution to capital because the assets ac- 
quired are subject to levy by other creditors, 
only advances that are promptly used to pay 
salaries and wages, taxes, and similar claims 
are immune from attack. Yet it is hard to 
assign any reason why advances for the 


one purpose should be more vulnerable than 
advances for the other. Moreover, while 
in some cases the Tax Court appears to be 
saying that advances are contributions to 
capital because the assets acquired thereby 
were placed “at the risk of the business,” 
in other cases it appears to be speaking of 
the liability side, rather than the asset side, 
of the corporation’s balance sheet.” In 
Miller, for example, the Tax Court referred 
to the shareholders’ intention that their 
“contributions should remain indefinitely at 
the risk of the going business.” Here the 
court seems to be saying either that the 
shareholders’ investment was not to be 
repaid or that it would be subordinated to 
the claims of other creditors. In this sense, 
the phrase “risk of the business” is simply 
another label for “contribution to capital” 
and does not help to determine whether 
the “loans” fall into this category or are 
bona fide. 


Must Creditor Be Shylock? 


As stated above, Miller is not the first 
opinion in which the Tax Court has recog- 
nized that a shareholder of a corporate 
borrower may not be as authentic a Shy- 
lock as an outside lender. See, for example, 
Gooding Amusement Company,” which held 
that notes issued by a corporation to its 
shareholders did not create a debtur-creditor 
relationship, although they were normal 
both in form and amount, because the 
dominant shareholder (who with his family 
owned all the notes and, at the outset, all 
the stock) had no “intention at the time 
of the issuance of the notes ever to enforce 
payment of his notes, especially if to do 
so would impair the credit rating of the 
corporation, cause it to borrow from other 


sources the funds necessary to meet the 





** Sam Schnitzer, cited at footnote 23. The 
“risk of the business'’ phrase has also become 
popular with commentators. Treusch, work 
cited at footnote 1, states that in determining 
whether shareholder advances are bona-fide debt 
or risk capital, the courts must decide ‘‘whether, 
on the one hand, the parties were dealing at 
arm’s length and had a reasonable expectation 
of being repaid, or, on the other hand, the 
amounts were merely being placed at the risk 
of the business."’ 


* The same ambiguity of reference is found in 
the use of the term ‘‘permanent capital struc- 
ture’’ by the Tax Court. In the extract in the 
text from Miller, for example, the court refers 
first to contributions as being part of the cor- 
poration’s permanent capital structure, while at 
another point assets are so described. 
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*CCH Dec. 20,681, 23 TC 408 (1954), aff'd, 
56-2 ustc | 9808 (CA-6, August 1, 1956), on the 
ground that ‘the findings of fact of the Tax 
Court are supported by substantial evidence and 
are not clearly erroneous, and that its conclu- 
sions were appropriately drawn.’’ 


Referring to the Tax Court opinion in this 
case, Rabin, in ‘‘The ‘Clifford Case’ of the Thin 
Corporation,’’ 34 TAXEs 282, 283 (1956), asserts: 
“Under the court’s reasoning, it would be vir- 
tually impossible for any closed corporation to 
issue bonds or notes to its stockholders whether 
at the time of incorporation or subsequent to its 
incorporation.’’ The author's alarm is made the 
more impressive by his conclusion, only two 
years earlier, that ‘‘the thinly organized cor- 
poration is far from being extinct as a sound 
tax-planning measure and, when properly organ- 
ized, can yield rich dividends indeed.’’ ‘‘Fat 
Advantages of the Thin Corporation,"’ 32 TAxEs 
572, 574 (1954). 
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payments, or bring about its dissolution.” ” 


In support of this conclusion, the court 
(taking advantage of hindsight) pointed to 
the corporation’s failure to pay most of the 
notes at maturity “ and to the fact that they 
were subordinated (apparently by an agree- 
ment after issuance) to the claims of certain 
other creditors. There were other factors 
upon which the court relied, including the 
lack of any purpose other than tax avoid- 
ance in issuing the notes, but most of its 
reasoning could be applied with equal 
cogency to notes or bonds issued to share- 
holders by any corporation owned by one 
man or one harmonious family. Of course, 
the shareholders might want notes or bonds 
in order to lay the basis for a preferred 
status in the event of the corporation’s 
bankruptcy. But this intent means only 
that the shareholder will seek to salvage 
whatever he can if the corporation fails, 
not that he will take the initiative, as an 
outsider might, in pushing the corporation 
to the wall for any default. It seems to 
follow that the determination of the share- 
holders’ intent or, as the court put it in the 
Miller case, their “state of mind” at the 
time the bonds or notes are issued is not so 
much a finding of fact as an irrebutable 
presumption or inference drawn from the 
shareholder-corporation relationship. 

The theory that a shareholder cannot be 
a creditor of his corporation unless he is 
the psychological equivalent of an inde- 
pendent lender is to be contrasted with the 
more traditional view that he may be a 
creditor if the terms of the instrument, the 
ratio of debt to stock, and the other objec- 
tive circumstances are comparable to those 


that would have prevailed had the corpora- 
tion borrowed from an independent lender.” 


% See case cited at footnote 29. The same 
thought is found in other Tax Court cases, that 
is, in Isidor Dobkin, cited in the text: ‘‘There 
was no evidence that petitioner or any of his 
associates ever demanded repayment of their 
purported loans or that they ever contemplated 
such repayment unless the enterprise proved 
so profitable that they could withdraw the 
major part of their original investment without 
impairing the corporation’s working capital."’ 

“In Farle v. W. J. Jones & Company, cited at 
footnote 11, however, the court said of a failure 
by shareholders to enforce payment of notes 
issued to them by their corporation: ‘‘. . . the 
same strict insistence upon payment on the due 
date as would be the case if a bank were the 
creditor should not be expected where a share- 
holder, or one who is closely identified there- 
with, is a creditor.'’ This fact of life, the candid 
recognition of which led Harle v. W. J. Jones & 
Company to be cited with approval in Bakhaus 
and Burke, Inc., CCH Dec. 21,185(M), 14 TCM 
919, was the very reason why the court believed 
that there was no intent to create a debt in the 
Gooding Amusement Company case! 
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The recent decision of the Second Circuit 
in the Kraft Foods case, cited at footnote 11, 
illustrates these two approaches very neatly. 
The majority, reversing the Tax Court, up- 
held an interest deduction claimed by a sub- 
sidiary corporation for payments on debentures 
owned by its parent largely because they 
bore the formal indicia of debt and were not 
excessive in amount: 


“In a broad economic sense, of course, 
it is of limited significance what form a sole 
stockholder’s investment in a wholly-owned 
corporation takes. That is equally true of 
any transaction or arrangement between af- 
filiates, whether it be an operating contract, 
a sale, a lease, or a payment of interest or 
dividends. But the law generally and the 
applicable tax law deliberately, through its 
insistence on taxing affiliates separately, af- 
fords significance to and honors the type 
of investment chosen. In consequence, all 
legitimate and genuine corporation-stock- 
holder arrangements have legal—and hence 
economic—significance, and must be re- 
spected in so far as the rights of third parties, 
including the tax collector, are concerned.” 


Judge Clark, dissenting, would have 
denied the deduction on the ground that the 
Tax Court was justified in finding that 
there was not a genuine debtor-creditor 
relationship between the two corporations. 
In his view, the record revealed a “lack of 
indebtedness in the ordinary sense, i. e., a 
debt whose nonpayment leads to fore- 
closure or attachment and execution.” In 
saying this, Judge Clark may have meant 
that foreclosure would be an idle gesture 
because the parent’s claim would be sub- 
ordinated to outside creditors in a bank- 
ruptcy proceeding,” but it is more probable 


* See, for example, Toledo Blade Company, 
CCH Dec, 16,736, 11 TC 1079, 1084-1085 (1948), 
aff'd per curiam, 50-1 ustc { 9234, 180 F. (2d) 
357 (CA-6), cert. den., 340 U. S. 811: ‘Under 
their terms, the debentures were absolute as to 
the payment of both principal and interest. Had 
they been issued to a nonproprietary purchaser 
for value there could have been no question as 
to their genuineness. The fact that they were 
issued to the petitioner's sole stockholder in 
exchange for a portion of the interest repre- 
sented by its stockholdings in the petitioner 
does not affect their validity.”’ 

8° The Tax Court found that ‘‘on the facts here 
the petitioner, for all practical purposes, was a 
department of National Dairy ....'’ 21 TC at 
p. 599. But the court did not explicitly find that 
the parent's claim would be subordinated ‘in 
bankruptcy, despite its application of the term 
of art ‘‘incorporated department” to the sub- 
sidiary, and it would be quite an extension of 
the Deep Rock doctrine, see footnote 26, to 
subordinate on the facts found by the Tax Court. 
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that his conclusion rested on an inference 
that the parent corporation would probably 
voluntarily extend the subsidiary’s time for 
payment or subordinate its debentures 
rather than foreclose even if its priority 
were indisputable.“ The latter prediction 
would often prove to be correct, no doubt, 
though it is hazardous to guess whether a 
parent corporation will, in a time of eco- 
nomic stress, prefer to abandon its common 
stock interest in a subsidiary and seek to 
enforce its debentures; the “Deep Rock 
doctrine” exists only because parent cor- 
porations sometimes have sought to play 
the role of creditors. 


Consequently, although the Tax Court 
purported to look to all the facts in stating 
that “we are not convinced that the creation 
of a debt or of a debtor-creditor relation- 
ship between ... [the parent corporation] 
and petitioner under the claimed debentures 
was ever intended,” it is hard to escape 
the conviction that the one paramount fact 
was that the “creditor” was the parent of 
the “debtor.” This one fact would almost 
always not merely permit but require the 
conclusion—to use the Tax Court’s language 
in the Gooding Amusement Company case— 
that the “creditor” had no “intention at the 
time of the issuance of the... [obligations] 
ever to enforce payment...especially if to 
do so would either impair the credit rating 
of the corporation, cause it to borrow from 
other sources the funds necessary to meet 
the payments, or bring about its dissolu- 
tion.” Or, to use Judge Clark’s language, 
the parent-subsidiary relation would almost 
necessarily lead to the conclusion of a “lack 
of indebtedness in the ordinary sense, i. e., 
a debt whose nonpayment leads to fore- 
closure or attachment and execution.” 


Although the Tax Court’s decision in the 
Kraft Foods Company case was reversed, 
it is most unlikely that we have heard the 
last of its approach in that case, and it is 


interesting to speculate on the extent to 
which the Tax Court would have carried its 
conclusion that the subsidiary was only an 
“incorporated department” of the parent. 
The parent, according to the findings of the 
Tax Court, followed a practice of making 
inventory loans to its subsidiaries, on which 
interest was charged, payable in the ordi- 
nary course of business within one year. Is 
the interest on such loans deductible by the 
subsidiary? Assuming that the loans were 
seasonal and were always repaid when the 
inventory was sold by the subsidiary, would 
they thereby be distinguished from the de- 
bentures? Or could it be said, with equal 
accuracy, that they did not constitute debts 
“whose nonpayment leads to foreclosure or 
attachment and execution”? If the parent 
corporation pays the overhead expenses of 
the entire system (national office rent and 
salaries, legal and accounting fees, etc.), 
and then allocates these expenses among its 
subsidiaries, can the subsidiary’s reimburse- 
ment be treated as a disguised dividend on 
the ground that the parent’s payment of the 
subsidiary’s share of the expense was a 
contribution to the subsidiary’s capital? 
Here, again, is the parent’s claim against 
the subsidiary for reimbursement “a debt 
whose nonpayment leads to foreclosure or 
attachment and execution”? If the parent 
purported to “lease” equipment or real es- 
tate to the subsidiary, could the subsidiary 
be denied a deduction for its payments of 
“rent” on the ground that they were not 
truly “required to be made as a condition 
to the continued use or possession” of the 
property since nonpayment would probably 
not lead to eviction?” If the subsidiary 
purports to “sell” its output to the parent 
corporation, can the transfer of the manu- 
factured product by the subsidiary be treated 
as a dividend to the parent and the parent’s 
payments to the subsidiary as contributions 
to the subsidiary’s capital? 





“Judge Clark thought the majority had 
opened ‘‘a Pandora's box for the future’’ and 
that the success of the taxpayer ‘will stimulate 
imitators.’ But the only way to keep the box 
shut and to prevent attempts by subsidiaries to 
get interest deductions on ‘‘debts’’ owed to their 
parents is to lay down a rule of law that such 
“debts’’ will not be recognized. If the Tax 
Court's conclusion that there was no debtor- 
creditor relationship between Kraft Foods Com- 
pany and National Dairy was only a finding of 
fact that no such relationship was intended be- 
cause of the trivial details mentioned in the Tax 
Court's opinion (pp. 598-599), other taxpayers 
could easily vary the facts sufficiently to avoid 
the fate of Kraft Foods Company. Judge Clark 
must have meant, therefore, that the parent- 
subsidiary relationship alone was enough to bar 
the deduction. This is the way Pandora’s box 
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has been closed on claims for losses on certain 
sales between affiliated persons. See Sec. 267 
(a) (1). 

% See footnote 26. 

*In Multnomah Operating Company, CCH 
Dec. 21,582(M), 15 TCM 185, the Tax Court said 
of a controversy over certain payments labeled 
“rent”: ‘The test, of course, lies in the an- 
swer to the question as to the likelihood or 
probability of an interruption in petitioner's use 
of such property in case it should default in 
such payments.’’ After saying this, however, 
the court allowed the petitioner to deduct the 
payments in question as compensation, although, 
if I understand the opinion, it was as ‘‘un- 
realistic’’ to infer that nonpayment would have 
led to a suspension of the services as to infer 
that it would have resulted in eviction from the 
leased premises. 
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The traditional answer to all these ques- 
tions is that the subsidiary (if adequately 
capitalized) and the parent may deal with 
each other as they would with outsiders. 
In the case of an alleged loan, for example, 
the fact that it is enforceable against the 
subsidiary is sufficient; no attempt is made 
to predict whether the parent on maturity 
would be more willing than an outsider to 
extend the time or to subordinate its claim. 
Similarly, a lease is ordinarily upheld (if its 
terms are comparable to those that would 
be arranged between unrelated persons) 
even though eviction for nonpayment of 
rent is unlikely in the extreme. A parent 
can include, in computing its cost of goods 
sold, payments to a subsidiary for its 
manufactured products without proving 
that a failure to pay the agreed price would 
impel the subsidiary to sue the parent for 
breach of contract. And a corporation can 
deduct compensation paid to its sole share- 
holder without proving that he would sulk 
in his tent and refuse to work if the salary 
were not paid. In honoring such transac- 
tions as these, the courts do not have to 
hold that insiders can be genuine outsiders, 
although at times they may talk as though 
such an exchange of roles were possible. 

What the Tax Court would say about 
these transactions, having in mind its ap- 
proach (in the Kraft Foods Company, Good- 
ing Amusement Company, and Miller cases) 
is in some doubt. Although the logic of 
these decisions would lead to a denial of 
the validity of all parent-subsidiary trans- 
actions, it is inconceivable that logic would 
be pursued so inexorably. I venture to 
predict that day-to-day sales and similar 
dealings between subsidiary and parent are 
in no danger of attack, so long as the cor- 
porations are adequately capitalized, the 
formalities are observed, and the terms of 
the agreement are similar to those that 
might be arranged between outsiders. But 
as to long-term arrangements, like loans 
and leases, I doubt if we have heard the 
last of the Miller theory that a “debt” is 
not a debt if “no payment was ever in- 
tended or would ever be made or demanded 
which would in any way weaken or under- 
mine the business.” But if this criterion of 
validity were applied consistently, it would 
invalidate virtually all loans by parent cor- 
porations to their subsidiaries, and I would 
be surprised if the Tax Court were ready to 
erect its approach into a rule of law. Among 
other objections to an inflexible rule, the 
Internal Revenue Code itself at many points 
recognizes directly or by implication the 
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validity of parent-subsidiary debts and other 
transactions. 


More likely, it seems to me, is a series 
of case-by-case decisions, in which impalpa- 
ble differences will be seized upon to dis- 
tinguish valid debts from contributions to 
capital. The family partnership cases come 
to mind, although there at least the courts 
were endeavoring to probe into the parent’s 
intentions toward members of the family 
who might at some time exhibit a spirit of 
independence, while in the parent-subsidiary 
loan cases the “intent” under investigation 
is the parent’s intent to act like Shylock 
toward its wholly owned subsidiary. 


In the Kraft Foods Company case, the sub- 
sidiary was wholly owned by a single corpora- 
tion, and in the Gooding Amusement Company 
case the Tax Court spoke of “the complete 
identity of interest between and among” the 
three shareholder-creditors (husband, wife, 
and infant daughter). In the Miller case, 
the debtor corporation was owned by three 
brothers. If there is only a single share- 
holder or if all the shareholders are bound 
by a family tie, one may say with some 
conviction that the debtor will probably not 
be faced with a foreclosure or execution 
sale by its shareholders if the debt is not 
paid at maturity, unless they must act to 
prevent outside creditors from gaining a 
preferred position. But if the debtor is 
owned by several unrelated shareholders, it 
is always possible that their initial unity 
will crumble and that one will insist upon 
payment of the debt at maturity and there- 
by force the others to take a similar step 
to protect their separate interests. This 
possibility, in turn, suggests that the Tax 
Court might be less ready to find that “no 
payment was ever intended or would ever 
be made or demanded which would in any 
way weaken or undermine the business” if 
the debtor is owned by several unrelated 
shareholders than if it is owned by a single 
shareholder or a family. 


Postscript 


Just as this article went to press, the Tax 
Court decided two more cases involving the 
validity of “sales” of assets to newly organ- 
ized corporations. In Emanuel N. Koikey, 
CCH Dec. 21,973, 27 TC —-, No. 4, the “‘sale” 
was held to be a contribution to capital, 
partly because the “purchaser” was grossly 
undercapitalized. In Warren H. Brown, CCH 
Dec. 21,972, 27 TC —, No. 3, on the other 
hand, the purchasing corporation was found 
to be adequately capitalized and the “sale” 
was upheld. The government argued in this 
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case that the “sale” should not be honored 
because the purchasing corporation “could 
not have operated” without the assets in 
question. The court rejected this argument 
because the record showed that even with- 
out these assets (certain logging and saw- 
mill equipment), the corporation could have 
operated as a sales and marketing outlet 
with other assets of substantial value that 
it had received in a transaction under Sec- 
tion 112(b)(5) of the 1939 Code. While the 
court did not endorse the government's 
theory that essential assets cannot be “sold” 
to a corporation by its shareholders, an 
opportunity to reject it was passed up. The 


court did reject the government’s “alterna- 
tive” contention that the “installment sales 
contract” by which the disputed assets were 
transferred to the corporation was a “secu- 
rity” under Section 112(b)(5) of the 1939 
Code. If the court had found that the “sale” 
was not bona fide, however, the assets would 
have been either a contribution to capital 
or part of the consideration for the stock 
received by the organizers of the corpora- 
tion. It is not clear, therefore, why the gov- 
ernment advanced the argument that the 
installment sales contract was a “security” 
as an independent, alternative ground. 


[The End] 
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UST ONE YEAR AGO, in October, 


e 1955, the author in collaboration with 
James S. Kostas wrote an article on col- 


lapsible corporations.’ Since that time there 
has been no new legislation but final regu- 
lations have been issued under Section 341, 
with some changes over the proposed regu- 
lations worthy of note. In addition, there 
have been two Tax Court decisions inter- 
preting the predecessor of Section 341 in 
the 1939 Code. There have also been a 
number of published letter rulings by the 
Internal Revenue Service. All of these de- 
velopments were consistent with the con- 
clusions reached last year. 


But there has been a new development 
which, in some sense, outweighs all of the 
others. That development unfortunately is 
not one to encourage those who must inter- 
pret for clients, and find definitive answers 
to, Section 341. The statute is complex and 


ambiguous in the extreme. We concluded 


as much or worse last year. But whereas 
last year we could end on a note of hope, 
this year there is more doubt. The key to 
a definitive application of the statute is a 
way of measuring when a “substantial part 
of the taxable income to be derived” from 
collapsible property has occurred. Last year 
it was possible to say that letter rulings 
were available to all who asked, to the effect 
that substantial taxable income has been 
realized when 50 per cent or more of the 
income to be realized from a particular 
asset has been earned. As of this writing 
and for some months, however, rulings have 
not been issued on this point because of an 
internal controversy in the Service itself. 
It is our understanding that the chief coun- 
sel’s office, to which the matter has been 
referred, has not resolved the issue either 
in favor of the past practice or against it. 
Without the policy of the letter ruling on 
this point, the application of the 70 per 
cent limitation in Section 341(d) also be- 
comes a matter of much more doubt. Ac- 
cordingly, instead of being able to conclude 

as we did last year—that it is possible 
to coexist with Section 341, it now appears 
that normal business requirements will 





‘A Re-examination of Collapsible Corpora- 
tions ‘with a View to’ Coexisting with Section 
341,"’ 1956 Southern California Tax Institute 549. 
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dictate that many risks be taken and that, 
as a result, it must be plain that Section 
341 will be tested in the courts again and 
again in the ensuing years, On the other 
hand, it may be that the chief counsel’s 
office will approve the Ruling Section’s in- 
terpretation of Section 341, if not at 50 per 
cent, at least at some definite percentage. 


The administrative practice that existed 
until April of this year, from that point of 
view, is still a relevant aid in interpreting 
Section 341. 


In the subject treatment we detail the 
changes of the last year, add material which 
currently impresses us as important, and 
contrast Section 341 with the partnership 
treatment of the capital gain problem both 
in Section 751, the collapsible partnership 
provision, and in the other sections that 
are relevant. 


In the interest of a point of reference for 
those not familiar with the subject matter, we 
will first approach the matter historically. 


This problem, like much in our tax law, is 
the product of the wide disparity in rates 
applicable to capital gain and ordinary in- 
come. As long as that variance exists be- 
tween the tax treatment of ordinary income 
and capital gain, unsparing efforts will be 
exerted on the part of taxpayers and their 
counsel to effect a metamorphosis of ordi- 
nary income into capital gain. At the same 
time corresponding energy will be expended 
on the government’s behalf to eliminate the 
“loopholes” in the tax structure utilized for 
the purpose. 


One of the most widely publicized mani- 
festations of ingenuity on behalf of the 


taxpayer has been the “collapsible corpora- 
tion” device. With this technique it was 
possible to avoid a tax on ordinary income 
both at the corporate and shareholder levels. 
The procedure for doing so was simple. 
On the other hand, the government’s answer 
to this device, codified as Section 341 of the 
1954 Internal Revenue Code,’ is complex 
and uncertain of application, in the last 
analysis fails to meet the problems ade- 
quately, and throws a cloak of uncertainty 
over a large segment of legitimate business 
activity. 

The emergence of the collapsible corpora- 
tion and the statutory enactment concerning 
it has precipitated a large amount of de- 
tailed legal writing.* Much of this activity 
was occasioned by enactment of the original 
statute in 1950 and, consequently, was con- 
cerned chiefly with its interpretation, with- 
out benefit of the regulations under the 
1939 Code,* to say nothing of the changes 
in Section 341 of the 1954 Code and the 


regulations* pursuant to that section.’ 


With the passage of time the Internal 
Revenue Service, particularly through its 
Ruling Division, had implemented the stat- 
ute and the regulations in a manner which 
permitted the undertaking of sound tax 
planning in several important areas previ- 
ously shrouded in uncertainty. But, as we 
discuss in greater detail later, much of this 
practice as of now is once more in doubt. 


EXPLANATION OF DEVICE 


The collapsible corporation device in its 
classical form was so simple and the Code 
so ill-equipped to cope with it, that it is 
surprising it did not come into general 





2 Originally enacted as Sec, 212(a) of the 
Revenue Act of 1950, codified as 1939 Code Sec. 
117(m). Section 392(e) of the 1954 Code pro- 
vides that Sec. 341 shall apply only to sales, 
ay and distributions on or after June 
22, 1 . 


* Altman, “Collapsible Corporations,’’ 28 
TAXES 1013 (November, 1950); Bittker and Red- 
lich, ‘‘Corporate Liquidations and the Income 
Tax,’ 5 Tax Law Review 437 (1950); DeWind, 
“Collapsible Corporations Under the Revenue 
Act of 1950,"" 1951 Southern California Tax 
Institute 583; Glicksberg and Stephens, ‘‘Meta- 
phorical Tax Legislation: The Collapsible Cor- 
poration,’’ 8 Washington & Lee Law Review 
145 (1951); Schlesinger, ‘‘The Collapsible Cor- 
poration Through the Looking Glass,’’ 29 TAXES 
895 (November, 1951); Willis, ‘‘The Legislative 
Forum,”’ digested in Monthly Digest of Tax 
Articles, November, 1952, p. 10; Miller, ‘‘Capital 
Gains Taxation Under the Revenue Act of 1950,"’ 
Proceedings of New York University Ninth 
Annual Institute on Federal Taxation (1951), at 
p. 683; Note, ‘‘Legislative Response to the Col- 
lapsible Corporation,’ 51 Columbia Law Review 
361 (1951); Boland, ‘‘Practical Problems of the 
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Collapsible Corporation,’’ Proceedings of New 
York University Tenth Annual Institute on 
Federal Taxation (1952), at p. 537; Greenfield, 
“Effect of Collapsible Corporation Provisions 
on Real Property Holding,’’ Proceedings of New 
York University Tenth Annual Institute on Fed- 
eral Taxation (1952), at p. 91; Freeman, ‘‘Col- 
lapsible Corporations,’’ Proceedings of New 
York University Eleventh Annual Institute on 
Federal Taxation (1953), at p. 407; MacLean, 
“Collapsible Corporations — The Statute and 
Regulations,’’ 67 Harvard Law Review 55 
(1953); Weyher and Bolton, ‘‘Collapsible Cor- 
porations as Affected by the 1954 Code—Inven- 
tory and Unrealized Receivables,’ Proceedings 
of New York University Thirteenth Annual In- 
stitute on Federal Taxation (1955), at p. 657; 
DeWind and Anthoine, ‘Collapsible Corpora- 
tions,’’ 56 Columbia Law Review 475 (1956). 

* Regs. 118, Sec. 39.117(m)-1 (1953). It was 
adopted March 26, 1956. 

5 Issued as T. D. 6153, 1955-2 CB 61, at pp. 153 
and following. 

*A notable exception is the treatment of 
DeWind and Anthoine, article cited at foot- 
note 3. 
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usage before the early days of the Second 
World War. 

As originally conceived, the device called 
for the formation of a close corporation 
for the purpose of producing a motion pic- 
ture or constructing a housing tract. After 
completion of the picture or houses, and 
prior to the realization of any income by 
the corporation, the corporation would be 
liquidated. The shareholders would receive, 
in exchange for their stock, undivided in- 
terests in the assets produced or constructed. 
They would then pay a capital gain tax on 
the difference between their basis in the 
stock and the fair market value of their 
undivided interests in the property. Each 
shareholder’s basis then became the fair 
market value of his undivided interest in 
the property at the time of liquidation. Pro- 
ceeds from the distribution of the picture or 
from sale of the property were treated as a 
return of capital. If the value of the assets 
had been “correctly” determined, the entire 
proceeds would be returned tax free. In 
this manner the corporation was “collapsed” 
before it realized any income. This avoided 
the corporate tax which would, of course, 
have been computed at ordinary rates. More- 
over, had the corporation not collapsed, 


then to the extent it distributed proceeds 
from the property to the shareholders as 
dividends, a second tax at ordinary income 


rates would have been payable at the share- 
holder level. 


PRESTATUTORY STATUS 


Without benefit of any specific statutory 
avenues of attack, the Commissioner pro- 
ceeded against the collapsible corporation 
on various inconsistent grounds alleged in 
the alternative. Thus, in Frank E. Gilman,’ 
involving gain from a joint venture construc- 
tion project, the Commissioner first argued 
in accordance with the Court Holding Com- 
pany * doctrine that the sale of the assets in- 
volved had been substantially completed 
prior to dissolution of the corporate trans- 
feror and that the proceeds should be at- 
tributed to the corporation, with the 
shareholders liable as transferees. The court 


found, however, that neither the sale nor an 
agreement to sell had occurred until after 
dissolution and ruled that the Court Holding 
Company doctrine was inapplicable. In the 
alternative the Commissioner urged, in a 
confused argument, that the asset distributed 
by the corporation in liquidation was a 
property right in the nature of a continuing 
interest in a joint venture and that the in- 
come in question was derived from that 
interest. The court found it “too plain for 
argument” that petitioners had sold the 
capital interest in the joint venture they 
had received on liquidation of the corpo- 
ration.” 

The next attack against the collapsible 
corporation came in Herbert v. Riddell.” 
Here the principal contention of the govern- 
ment was that the corporate entity should 
be ignored as a mere sham, on the theory 
that its only real purpose was one of tax 
avoidance. District Court Judge Yankwich, 
in rejecting this contention, found facts 
clearly demonstrating valid business pur- 
poses for the incorporation as well as the 
liquidation. In finding for the taxpayer, the 
court emphasized that a particular business 
form, complying fully with state law, should 
not be ignored merely because its usage re- 
sults in smaller tax than would some other 
form. 


In addition to the above arguments, 
several others were considered at the ad- 
ministrative level. It was thought, for ex- 
ample, that Section 41™ or Section 45” of 
the 1939 Code might be applicable in order 
clearly to reflect income or that the gain 
constituted income under Section 22(a)” 
of the 1939 Code. These and other argu- 
ments ™ of the Commissioner at the pre- 
1950 stage are of more than historical interest 
inasmuch as Section 341 applies only to gain 
that, but for the provisions of that section, 
would be treated as gain from the sale or 
exchange of property which is a capital 
asset held for more than six months. Con- 
sequently, the door is still at least theo- 
retically open to a showing that because of 
some other provision of the Code, the gain 
is to be treated as ordinary income. 





7CCH Dec. 17,640, 14 TC 833 (1950). The 
Commissioner acquiesced, 1950-2 CB 2. 

* Commissioner v. Court Holding Company, 
45-1 ustc { 9215, 324 U. S. 331. 

* 14 TC, at p. 842. 

1 52-1 ustc { 9209, 103 F. Supp. 369. 

™ Now 1954 Code Sec. 446. See, e. g., Stand- 
ard Paving Company v. Commissioner, 51-2 ustc 
{ 9376, 190 F. (2d) 330 (CA-10), cert, den., 342 
U. S. 860; Jud Plumbing & Heating, Inc. v. 
Commissioner, 46-1 ustc { 9177, 153 F. (2d) 681 
(CCA-5); Telephone Directory Advertising Com- 
pany v. U. 8., 562 ustc 9 9776 (Ct. Cls.). See, 


Federal Tax Conference 


generally, Axelrad, ‘‘Some Observations on the 
Commissioner's Authority to Accelerate the 
Realization of Corporate Income Because of 
Dissolution,’’ 1954 Southern California Tax 
Institute 181. 

2 Now 1954 Code Sec. 482. 

13 Now 1954 Code Sec. 61 

™ For a comprehensive discussion of the 
underlying theory of these arguments, see the 
articles by the following, all cited at footnote 3: 
Altman, Bittker and Redlich, Boland, and 
DeWind. 
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dictate that many risks be taken and that, 
as a result, it must be plain that Section 
341 will be tested in the courts again and 
again in the ensuing years. On the other 
hand, it may be that the chief counsel’s 
office will approve the Ruling Section’s in- 
terpretation of Section 341, if not at 50 per 
cent, at least at some definite percentage. 


The administrative practice that existed 
until April of this year, from that point of 
view, is still a relevant aid in interpreting 
Section 341. 

In the subject treatment we detail the 
changes of the last year, add material which 
currently impresses us as important, and 
contrast Section 341 with the partnership 
treatment of the capital gain problem both 
in Section 751, the collapsible partnership 
provision, and in the other sections that 
are relevant. 


In the interest of a point of reference for 
those not familiar with the subject matter, we 


will first approach the matter historically. 


This problem, like much in our tax law, is 
the product of the wide disparity in rates 
applicable to capital gain and ordinary in- 
come. As long as that variance exists be- 
tween the tax treatment of ordinary income 
and capital gain, unsparing efforts will be 
exerted on the part of taxpayers and their 
counsel to effect a metamorphosis of ordi- 
nary income into capital gain. At the same 
time corresponding energy will be expended 
on the government’s behalf to eliminate the 
“loopholes” in the tax structure utilized for 
the purpose. 


One of the most widely publicized mani- 
festations of ingenuity on behalf of the 





* Originally enacted as Sec, 212(a) of the 
Revenue Act of 1950, codified as 1939 Code Sec. 
117(m). Section 392(e) of the 1954 Code pro- 
vides that Sec. 341 shall apply only to sales, 
exchanges and distributions on or after June 
22, 1954. 


*Altman, ‘Collapsible Corporations,’’ 28 
TAXES 1013 (November, 1950); Bittker and Red- 
lich, ‘“‘Corporate Liquidations and the Income 
Tax,’’ 5 Tax Law Review 437 (1950); DeWind, 
‘“‘Collapsible Corporations Under the Revenue 
Act of 1950,"" 1951 Southern California Tax 
Institute 583; Glicksberg and Stephens, ‘‘Meta- 
phorical Tax Legislation: The Collapsible Cor- 
poration,” 8 Washington & Lee Law Review 
145 (1951); Schlesinger, ‘‘The Collapsible Cor- 
poration Through the Looking Glass,’’ 29 TAXES 
895 (November, 1951); Willis, ‘‘The Legislative 
Forum,"’ digested in Monthly Digest of Tax 
Articles, November, 1952, p. 10; Miller, ‘“‘Capital 
Gains Taxation Under the Revenue Act of 1950,"’ 
Proceedings of New York University Ninth 
Annual Institute on Federal Taxation (1951), at 
p. 683; Note, ‘“‘Legislative Response to the Col- 
lapsible Corporation,’’ 51 Columbia Law Review 
361 (1951); Boland, ‘‘Practical Problems of the 
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taxpayer has been the “collapsible corpora- 
tion” device. With this technique it was 
possible to avoid a tax on ordinary income 
both at the corporate and shareholder levels. 
The procedure for doing so was simple. 
On the other hand, the government’s answer 
to this device, codified as Section 341 of the 
1954 Internal Revenue Code,’ is complex 
and uncertain of application, in the last 
analysis fails to meet the problems ade- 
quately, and throws a cloak of uncertainty 
over a large segment of legitimate business 
activity. 

The emergence of the collapsible corpora- 
tion and the statutory enactment concerning 
it has precipitated a large amount of de- 
tailed legal writing.’ Much of this activity 
was occasioned by enactment of the original 
statute in 1950 and, consequently, was con- 
cerned chiefly with its interpretation, with- 
out benefit of the regulations under the 
1939 Code,* to say nothing of the changes 
in Section 341 of the 1954 Code and the 
regulations* pursuant to that section." 


With the passage of time the Internal 
Revenue Service, particularly through its 
Ruling Division, had implemented the stat- 
ute and the regulations in a manner which 
permitted the undertaking of sound tax 
planning in several important areas previ- 
ously shrouded in uncertainty. But, as we 
discuss in greater detail later, much of this 


practice as of now is once more in doubt. 


EXPLANATION OF DEVICE 


The collapsible corporation device in its 
classical form was so simple and the Code 
so ill-equipped to cope with it, that it is 
surprising it did not come into general 





Collapsible Corporation,”’ Proceedings of New 
York University Tenth Annual Institute on 
Federal Taxation (1952), at p. 537; Greenfield, 
“Effect of Collapsible Corporation Provisions 
on Real Property Holding,’’ Proceedings of New 
York University Tenth Annual Institute on Fed- 
eral Taxation (1952), at p. 91; Freeman, ‘‘Col- 
lapsible Corporations,’’ Proceedings of New 
York University Eleventh Annual Institute on 
Federal Taxation (1953), at p. 407; MacLean, 
‘“‘Collapsible Corporations — The Statute and 
Regulations,’’ 67 Harvard Law Review 55 
(1953); Weyher and Bolton, ‘‘Collapsible Cor- 
porations as Affected by the 1954 Code—Inven- 
tory and Unrealized Receivables,’’ Proceedings 
of New York University Thirteenth Annual In- 
stitute on Federal Taxation (1955), at p. 657; 
DeWind and Anthoine, ‘Collapsible Corpora- 
tions,”"’ 56 Columbia Law Review 475 (1956). 

* Regs. 118, Sec. 39.117(m)-1 (1953). It was 
adopted March 26, 1956. 

6 Issued as T. D. 6153, 1955-2 CB 61, at pp. 153 
and following. 


*A notable exception is the treatment of 
DeWind and Anthoine, article cited at foot- 
note 3. 
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usage before the early days of the Second 
World War. 

As originally conceived, the device called 
for the formation of a close corporation 
for the purpose of producing a motion pic- 
ture or constructing a housing tract. After 
completion of the picture or houses, and 
prior to the realization of any income by 
the corporation, the corporation would be 
liquidated. The shareholders would receive, 
in exchange for their stock, undivided in- 
terests in the assets produced or constructed. 
They would then pay a capital gain tax on 
the difference between their basis in the 
stock and the fair market value of their 
undivided interests in the property. Each 
shareholder’s basis then became the fair 
market value of his undivided interest in 
the property at the time of liquidation. Pro- 
ceeds from the distribution of the picture or 
from sale of the property were treated as a 
return of capital. If the value of the assets 
had been “correctly” determined, the entire 
proceeds would be returned tax free. In 
this manner the corporation was “collapsed” 
before it realized any income. This avoided 
the corporate tax which would, of course, 
have been computed at ordinary rates. More- 
over, had the corporation not collapsed, 
then to the extent it distributed proceeds 
from the property to the shareholders as 


dividends, a second tax at ordinary income 
rates would have been payable at the share 
holder level. 


PRESTATUTORY STATUS 


Without benefit of any specific statutory 
avenues of attack, the Commissioner pro- 
ceeded against the collapsible corporation 
on various inconsistent grounds alleged. in 
the alternative. Thus, in Frank E. Gilman; 
involving gain from a joint venture construc- 


tion project, the Commissioner first argued 
in accordance with the Court Holding Com- 
pany* doctrine that the sale of the assets in- 
volved had been substantially completed 
prior to dissolution of the corporate trans- 
feror and that the proceeds should be at- 
tributed to the corporation, with the 
shareholders liable as transferees. The court 


found, however, that neither the sale nor an 
agreement to sell had occurred until after 
dissolution and ruled that the Court Holding 
Company doctrine was inapplicable. In the 
alternative the Commissioner urged, in a 
confused argument, that the asset distributed 
by the corporation in liquidation was a 
property right in the nature of a continuing 
interest in a joint venture and that the in- 
come in question was derived from that 
interest. The court found it “too plain for 
argument” that petitioners had sold the 
capital interest in the joint venture they 
had received on liquidation of the corpo- 
ration.” 

The next attack against the collapsible 
corporation came in Herbert v. Riddell.” 
Here the principal contention of the govern- 
ment was that the corporate entity should 
be ignored as a mere sham, on the theory 
that its only real purpose was one of tax 
avoidance. District Court Judge Yankwich, 
in rejecting this contention, found facts 
clearly demonstrating valid business pur- 
poses for the incorporation as well as the 
liquidation. In finding for the taxpayer, the 
court emphasized that a particular business 
form, complying fully with state law, should 
not be ignored merely because its usage re- 
sults in smaller tax than would some other 
torm. 


In addition to the above arguments, 
several others were considered at the ad 
ministrative level. It was thought, for ex- 
ample, that Section 41™ or Section 45” of 
the 1939 Code might be applicable in order 
clearly to reflect income or that the gain 
constituted income under Section 22(a)™ 
of the 1939 Code. These and other argu- 
ments * of the Commissioner at the pre- 
1950 stage are of more than historical interest 
inasmuch as Section 341 applies only to gain 
that, but for the provisions of that section, 
would be treated as gain from the sale or 
exchange of property which is a capital 
asset held for more than six months. Con- 
sequently, the door is still at least theo- 
retically open to a showing that because of 
some other provision of the Code, the gain 
is to be treated as ordinary income. 





™CCH Dec. 17,640, 14 TC 833 (1950). 
Commissioner acquiesced, 1950-2 CB 2. 

8’ Commissioner v. Court Holding Company, 
45-1 ustc f 9215, 324 U. S. 331. 

*14 TC, at p. 842. 

10 52-1 ustc { 9209, 103 F. Supp. 369 

™ Now 1954 Code Sec. 446. See, e. g., Stand- 
ard Paving Company v. Commissioner, 51-2 usr 
{ 9376, 190 F. (2d) 330 (CA-10), cert. den., 342 
U. S. 860; Jud Plumbing ¢& Heating, Inc. v. 
Commissioner, 46-1 usvc { 9177, 153 F. (2d) 681 
(CCA-5); Telephone Directory Advertising Com- 
pany v. U. 8., 56-2 ustc J 9776 (Ct. Cls.). See, 
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generally, Axelrad, ‘“‘Some Observations on the 


Commissioner's Authority to Accelerate the 
Realization of Corporate Income Because of 
Dissolution,’’ 1954 Southern California Tax 
Institute 181. 

1 Now 1954 Code Sec. 482 

% Now 1954 Code Sec. 61 

“For a comprehensive discussion of the 
underlying theory of these arguments, see the 
articles by the following, all cited at footnote 3: 


Altman, Bittker and Redlich, Boland, and 
DeWind. 
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The recent decision of the Tax Court in 
Pat O’Brien,” however, indicates that the 
government’s line of attack in the Herbert 
and Gilman cases still has not found an 
appreciative audience. There, O’Brien and 
three other individuals formed a corpora- 
tion to produce a motion picture. The pic- 
ture was completed in July, 1944, and in 
August the corporation was liquidated, after 
having previously entered into a distribution 
agreement with Columbia Pictures Corpo- 
ration. Undivided interests in the film were 
distributed to the shareholders in exchange 
for their stock. They valued the film at 
$150,000 and paid a capital gain tax on the 
difference between that amount and the cost 
of their stock. By 1947, payments received 
from Columbia had exceeded the valuation 
placed on the film in 1944; the excess pay- 
ments were reported as ordinary income.” 

The Commissioner argued first that the 
corporation was nonexistent for tax pur- 
poses and that all payments received by the 
shareholders constituted ordinary income. 
In the alternative, he argued that the cor- 
poration was an existing entity which in 
fact had not been liquidated (for tax pur- 
poses) in 1944 but continued in existence 
through 1947. Under this theory the in- 
come received by the shareholders actually 
belonged to the corporation, and the share- 
holders (as its transferees) were liable for 
its income tax deficiencies. Another issue 
involved the salary payment to O’Brien as 
star of the picture. The corporation paid 
him $25,000 for his services, but the Com- 
missioner argued that this was grossly in- 
adequate and contended that $40,000 of the 
amount received from Columbia constituted 
additional compensation. 

The Tax Court ruled against the Com- 
missioner on all of the above contentions. 
It found that the corporation was bona fide; 
that it ceased doing business in 1944 and 
was properly liquidated; and that the salary 
payment of $25,000 was reasonable. It is 
significant that the court referred to Sec- 





% CCH Dec. 21,355, 25 TC —, No. 48 (1955). 

% The taxpayers now argued that such excess 
proceeds represented additional capital gain 
and, therefore, asked for a refund, citing Com- 
missioner v. Carter, 48-2 ustc § 9415, 170 F. (2d) 
911 (CA-2), and similar cases. On this issue 
the court found that the value of the distributed 
property was clearly capable of ascertainment 
at the time of liquidation and, therefore, the 
rule of the Carter case was inapplicable. See 
footnote 131. 

"The time for appeal has elapsed on the 
O’Brien case without an appeal having been 
taken; but, as of this writing, the Commissioner 
has neither acquiesced nor nonacquiesced in 
the Tax Court's decision. 
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tion 212(b) of the Revenue Act of 1950 
(which added Section 117(m) to the 1939 
Code), in which Congress declared that the 
courts were free to decide whether gain on 
the sale of stock or distributions from al- 
leged collapsible corporations should receive 
ordinary or capital gain treatment, without 
any inference being drawn from the enact- 
ment of the specific legislation. Although 
that provision was enacted with the hope 
that it would preclude the raising of an in- 
ference that the problem of collapsible cor- 
porations could not be reached without 
specific legislation, the Tax Court appeared 
to feel that such an inference did exist. 


Literally hundreds of pre-117(m) cases 
were docketed in the Tax Court, in addition 
to those settled prior to that stage of liti- 
gation. Only a handful were submitted for 
consideration by the court. The govern- 
ment was unwilling to risk total defeat in a 
perhaps definitive decision by the higher 
courts, nor would it forego its administra- 
tive attack on the device.” As a result, large 
amounts of settlement money were paid but 
in most cases measured by taxpayers solely 
in terms of cost of litigation. This “nuisance 
value” settlement approach by the govern- 
ment in collecting an income tax is perhaps 
not uncommon, but nevertheless raises 
fundamental questions on an ethical level 
where, as here, there is no mere question 
of applying a particular factual situation 
to a rule of law but rather complete un- 
certainty as to the law itself. 


STATUTORY HISTORY 


Obviously the Treasury’s position was 
not one of strength, and it prudently sought 
and obtained legislation. In 1950, Congress 
enacted the collapsible corporation provi- 
sions of the Code.” In doing so, it was 
specifically pointed out in the committee 
report that the device had never yet been 
tested in the courts and that it was not 
clear “that the individuals making use of 


the device will succeed in their objectives.” ” 


Act of 1950. 
Section 212(b) provides that ‘‘The amendment 
made by this section shall be applicable to tax- 
able years ending after December 31, 1949, but 
shall apply only with respect to gain realized 


Sec, 212(a) of the Revenue 


after such date. The determination of the tax 
treatment of gains realized prior to January 1, 
1950, shall be made as if this section had not 
been enacted and without inferences drawn 
from the fact that the amendment made by this 
section is not expressly made applicable to 
gains realized prior to such date and without 
inferences drawn from the limitations con- 


tained in section 117(m) ... .” 


” H, Rept. 2319, 8lst Cong., 2d Sess., 1950-2 
CB 449, 451. Although the committee reports 
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Despite the fact that avoidance of the 
corporate tax by the collapsible technique 
was what most concerned Congress, it 
chose an unusual method of attempting to 
close the loophole. Instead of attacking the 
problem on the corporate level, Section 341 
is aimed at the shareholders of the collap- 
sible corporation.” Basically, the statute 
provides that if a corporation is formed or 
availed of for the production of property 
“with a view to” the sale or exchange of 
stock by the shareholders or a distribution 
of property to them prior to the realization 
by the corporation of a substantial part of 
the income to be derived from such prop- 
erty, the gain shall be treated in the same 
manner as a gain from the sale or exchange 
of property which is not a capital asset. In 
addition, the section furnishes several de- 
finitions and limitations on its applicability. 
It is apparent, therefore, that not only does 
the statute not provide for a tax at the cor- 
porate level but, at the shareholder level, 
it converts all of the gain into ordinary 
income; whereas, had the attack been on 
the corporate level, the shareholders would 
still receive some capital gain on liquidation. 


For this reason the statute is penal in 
nature. This latter conclusion is reinforced 


by other considerations to be mentioned 
later. 


In 1951, coverage of the secticn was 
extended to include corporations formed or 
availed of for the purchase of property 
which is inventory or stock in trade in the 
hands of the corporation. This was in- 
tended to preclude the use of the corpora- 
tion in converting inventory profits result- 
ing from accretion in value of stock in trade 
from ordinary income to capital gain. The 
procedure used was to transfer the com- 
modity (one that normally increases in 
value with age)” to a new or dormant cor- 
poration, stock of which was then sold to 
the prospective purchaser, who liquidated 
the corporation.” The 1954 amendments 
added a new concept, “Section 341 assets”; ™ 
the definition of “unrealized receivables”; ™ 


a presumption in certain cases;” and a 


change in the stock ownership limitation 
from 10 per cent to 5 per cent™ For 
convenient reference, the statute, as amended, 
is reproduced in full.” 








(Footnote 19 continued) 
recognized that the device had been used chiefly 
in the motion picture and building industries, 
nevertheless the statute was drafted in general 
terms so as to include any corporation manu- 
facturing, constructing or producing property. 
2 See DeWind, article cited at footnote 3, 
at p. 594, for a suggested alternative to the 
approach of 1954 Code Sec. 341. 
"1 For example, whiskey, cheese or tobacco. 


2 Joint Committee Staff Summary of Pro- 
visions of the Revenue Act of 1951, 1951-2 CB, 
at p. 313. 

23 1954 Code Sec. 341(b) (3). 

** 1954 Code Sec. 341(b) (4). 

2% 1954 Code Sec, 341(c). 

26 1954 Code Sec. 341(d)(1). 

7 ‘Sec. 341. Collapsible corporations. 

““(a) Treatment of Gain to Shareholders.— 
Gain from— 

“*(1) the sale or exchange of stock of a col- 
lapsible corporation, 

(2) a distribution in partial or complete 
liquidation of a collapsible corporation, which 
distribution is treated under this part as in part 
or full payment in exchange for stock, and 

‘*(3) a distribution made by a collapsible cor- 
poration which, under section 301(c)(3)(A), is 
treated, to the extent it exceeds the basis of 
the stock, in the same manner as a gain from 
the sale or exchange of property, to the extent 
that it would be considered (but for the pro- 
visions of this section) as gain from the sale 
or exchange of a capital asset held for more 
than 6 months shall, except as provided in sub- 
section (d), be considered as gain from the 
sale or exchange of property which is not a 
capital asset. 

“(b) Definitions.— 

‘*(1) Collapsible corporation.—For purposes 
of this section, the term ‘collapsible corpora- 
tion’ means a corporation formed or availed of 
principally for the manufacture, construction, 
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or production of property, for the purchase of 
property which (in the hands of the corpora- 
tion) is property described in paragraph (3), 
or for the holding of stock in a corporation so 
formed or availed of, with a view to— 

““(A) the sale or exchange of stock by its 
shareholders (whether in liquidation or other- 
wise), or a distribution to its shareholders, 
before the realization by the corporation manu- 
facturing, constructing, producing, or purchas- 
ing the property of a substantial part of the 
taxable income to be derived from such prop- 
erty, and 

‘*(B) the realization by such shareholders of 
gain attributable to such property. 

**(2) Production or purchase of property.— 
For purposes of paragraph (1), a corporation 


shall be deemed to have manufactured, con- 
structed, produced, or purchased property, if— 
““(A) it engaged in the manufacture, con- 


struction, or production 
any extent, 

““(B) it holds property having a basis deter- 
mined, in whole or in part, by reference to the 
cost of such property in the hands of a person 
who manufactured, constructed, produced, or 
purchased the property, or 

“(C) it holds property having a basis deter- 
mined, in whole or in part, by reference to the 
cost of property manufactured, constructed, 
produced, or purchased by the corporation. 

(3) Section 341 assets.—For purposes of this 
section, the term ‘section 341 assets’ means 
property held for a period of less than 3 years 
which is— 

““(A) stock in trade of the corporation, or 
other property of a kind which would properly 
be included in the inventory of the corporation 
if on hand at the close of the taxable year; 

“(B) property held by the corporation pri- 
marily for sale to customers in the ordinary 
course of its trade or business; 

(Continued on following page) 


of such property to 
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Although six years have elapsed’ since 
initial passage of the collapsible corporation 
Code provisions, there is-little available to 
aid in the interpretation of Section 341. 
The “proposed” regulations which, as was 
indicated a year ago, left much to be de- 
sired, were adopted in final form on No- 
vember 25, 1955," Unfortunately, they were 
the same as the proposed regulations, ex- 
cept that they added a much-needed example 
illustrating operation of the 70 per cent limi- 
tation. In addition, there have been a 
number of published and unpublished letter 
rulings, which will be discussed later, where 
appropriate. These rulings, together with 
the regulations, have resolved some of the 
troublesome questions raised by the statute 
but, on the whole, there still remains a vast 
area of uncertainty.” 


STRUCTURE 
OF STATUTE AND REGULATIONS 


Section 341 contains four paragraphs. The 
first provides that gain from (1) the sale 
or exchange of stock, (2) distributions in 
complete or partial liquidation or (3) dis- 
tributions described in Section 301(c)(3)(A) 
(assets in excess of basis), which, but for 
the provisions of this section, would receive 
capital gain treatment, shall be taxable as 
gain from the sale or exchange of property 
which is not a capital asset.” The second 
paragraph contains definitions of (1) a 
collapsible corporation, (2) production or 
purchase of property (when a corporation 
will be “deemed” to have produced property), 
(3) Section 341 assets and (4) unrealized 
receivables. The third paragraph creates a 





(Footnote 27 continued) 


“(C) unrealized receivables or fees, except 
receivables from sales of property other than 
property described in this paragraph; or 

“(D):> property described in section 1231(b) 
(without regard to any holding period therein 
provided), except such property which is or has 
been used in connection with the manufacture, 
construction, production, or sale of property 
described in subparagraph (A) or (B). 

“In determining whether the 3-year holding 
period specified in this paragraph has been 
satisfied, section 1223 shall apply, but no such 
period shall be deemed to begin before the 
completion of the manufacture, construction, 
production, or purchase, 

‘*(4) Unrealized receivables.—For purposes of 
paragraph (3)(C), the term ‘unrealized receiv- 
ables or fees’ means, to the extent not previ- 
ously includible in income under the method of 
accounting used by the corporation, any rights 
(contractual or otherwise) to payment for— 

“(A) goods delivered, or to be delivered, 
to the extent the proceeds therefrom would be 
treated as amounts received from the sale or 
exchange of property other than a capital 
asset, or 

““(B) services rendered or to be rendered. 


‘‘(e) Presumption in Certain Cases.— 


‘*(1) In general.—For purposes of this’ sec- 
tion, a corporation shall, unless shown to the 
contrary, be deemed to be a collapsible corpo- 
ration if (at the time of the sale or exchange, or 
the distribution, described in subsection (a)) the 
fair market value of its section 341 assets (as 
defined in subsection (b)(3)) is— 

*“‘(A) 50 percent or more of the fair market 
value of its total assets, and 

‘*(B)- 120 percent or more of the adjusted 
basis of such section 341 assets. 

“‘Absence of the conditions described in sub- 
paragraphs (A) and (B) shall not give rise to a 
presumption that the corporation was not a 
collapsible corporation. 

(2) Determination of total assets.—In de- 
termining the fair market value of the total 
assets of a corporation for purposes of para- 
graph (1)(A), there shall not be taken into 
account— 

“‘(A) ‘cash, 

“¢€B) obligations which are capital assets in 


the hands of the corporation (and governmental 
obligations described in section 1221(5)), and 
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‘“(C) stock in any other corporation, 


“‘(d) Limitations oh Application of Section.- 
In the case of gain realized by a shareholder 
with respect to his stock in a collapsible corpo- 
ration, this section shall not apply- 


““(1) unless, at any time after the commence- 
ment of the manufacture, construction, or pro- 
duction of the property, or at the time of the 
purchase of the property described in subsection 
(b)(3) or at any time thereafter, such share- 
holder (A) owned (or was considered as own- 
ing) more than 5 percent in value of the out- 
standing stock of the corporation, or (B) owned 
stock which was considered as owned at such 
time by another shareholder who then owned (or 
was considered as owning) more than’5 per- 
cent in value of the outstanding stock of the 
corporation ; 


**(2) to the gain recognized during a taxable 
year, unless more than 70 percent of such gain 
is attributable to the property so manufactured, 
constructed, produced, or purchased; and 

“*(3) to gain realized after the expiration of 
3 years following the completion of such manu- 
facture, construction, production, or purchase. 

“For purposes of paragraph (1), the owner- 
ship of stock shall be determined in accordance 
with the rules prescribed in paragraphs (1), (2), 
(3), (5), and (6) of section 544(a) (relating to 
personal holding companies) ; except that, in ad- 
dition to the persons prescribed by paragraph 
(2) of that section, the family of an individual 
shall include the spouses of that individual's 
brothers and sisters (whether by the whole or 
half blood) and the spouses of that individual's 
lineal descendants.”’ 

%*T. D. 6152, 1955-2 CB 61, 
following. 

2? As indicated earlier, the area of uncertainty 
is even wider than a year ago, due to the Serv- 
ice’s present reluctance to grant rulings as to 
‘‘substantial realization.’’ 


* This, in one sense, is even more severe than 
would be treatment of the gain as a dividend 
since in the latter situation the taxpayer could 
at least take advantage of the credit for divi- 
dends received provided for by 1954 Code Sec. 
34. But, in another sense, it is not because 
under Sec, 341 the gain first goes to reduce the 
basis in the shareholder's stock. 


at pp. 153 and 
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presumption, if certain facts exist, that a 
corporation is collapsible. The fourth pro- 
vides three limitations on the application 
of the section. 

The regulations contain five paragraphs: 
The first four interpret, in order, the first 
four paragraphs of the statute; the fifth 
describes a number of objective standards 
which normally will be considered sufficient 
to establish that a corporation is or is not a 
collapsible corporation. This is followed by 
five examples illustrating application of the 
section. 


ANALYSIS 
OF STATUTE AND REGULATIONS 


Section 341 is perhaps a classical example 
of a “bad” tax statute. The vice at which 
it is directed is dealt with obliquely, and 
its coverage extends to many transactions 
that probably should not, and perhaps were 
not even intended to, be subjected to the 
harsh statutory consequences. It is com 
plex and contains numerous limitations and 
exceptions; the draftsmanship is inexcusably 
poor. On its face, the statute is clearly sub- 
jective. This necessarily causes additional 
problems of interpretation (with resulting 
uncertainty of application) and severely limits 
its general effectiveness. It is particularly 
unfortunate tax legislation because its subject 
matter—corporiite distributions, liquidations, 
and sales or exchanges of stock—includes 
such an important segment of economic 
activity. 


Section 301(c)(3)(A) Distributions 


In addition to covering the sale or ex- 
change of stock and distributions in partial 
or complete liquidation, as did Section 117(m) 
of the 1939 Code, Section 341(a) expressly 
adds to the collapsible category a distribu- 
tion under Section 301(c)(3)(A)." This 
section provides that a distribution by a 
corporation to a shareholder which is not 
a dividend shall be treated as gain from 
the sale or exchange of property to the 
extent that it exceeds the adjusted basis 
of the stock. Although Section 117(m) of 
the 1939 Code did not contain this provi- 
sion, the Treasury regulations did. Thus, 
Section 341(a) codifies the Treasury’s in- 
terpretation and removes any question of its 
meaning for transactions occurring after 
the effective date™ of Section 341. This 
provision should be compared with Section 


312(j). The latter provides that if a cor- 
poration that has borrowed money guaran: 
teed or insured by the United States makes 
a distribution of property to its share- 
holders, and the amount of the loan exceeds 
the adjusted basis of the property constitut- 
ing security for the loan, the corporation’s 
earnings and profits shall be increased by 
the amount of such excess, with the result 
that the property received by the share- 
holders constitutes a taxable dividend.” 
Therefore, in the situation to which Section 
312(j) applies the entire amount of the 
distribution will be dividend income, while 
only the amount of such a distribution as 
exceeds the basis of the’ shareholders’ 
stock will be ordinary income under Sec- 
tion 341. It would seem apparent that Sec- 
tion 312(j) controls the limited situation to 
which it applies. 


Mention should also be made of Section 
312(b) of the 1954 Code, which converts 
a current, nonliquidating distribution in kind 
of inventory or unrealized receivables into 
a dividend through the same device as used 


in Section 312(j), that is, by increasing 
earnings and profits of .the corporation. 
This, too, often reaches an even more 


drastic result than under Section 341. Once 
again, it appears that Section 312(b) would 
take precedence in the limited situation to 
which it applies. It should be pointed out 
that, at least as to current. distributions, 
Section 312(b) would apply to the type of 
assets set out in 341(b)(3)(A), (B) and (C), 
regardless of whether such assets were 
purchased or produced by the corporation. 
Thus, as to current distributions, Section 341 
would have to be consulted only to the 
extent that the distribution was of pur- 
chased property listed in 341(b)(3)(D) 
(property used in the trade or business) 
or any type of manufactured, constructed 
or produced property of a type not defined 
by Section 312(b)(2)(A) and (B) as an 
“unrealized receivable or fee” or an “in- 
ventory item.” 


Section 302(a) Redemption 


It may be possible to avoid Section 341 
through use of a stock redemption which 
qualifies under Section 302 of the 1954 
Code. It will be recalled that Section 
341(a)(2) provides in part that gain from a 
distribution in partial or complete liquida- 
tion of a collapsible corporation, “which 
distribution is treated under this part” as in 





** 1939 Code Sec. 115(d). 
* See footnote 2. 
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3% 1954 Code Sec. 312(j) was enacted to elimi- 


nate the ‘‘windfall’’ profits reaped from FHA 
loans. 
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part or full payment in exchange for stock, 
shall receive ordinary income treatment. 
The reference obviously is in part to partial 


liquidations under Section 346, which is 
in Part II of Chapter I of Subtitle A. Sec- 


tion 302 is in Part I. The omission in 
Section 341 to refer specifically to Section 302 
redemptions was no doubt caused by failure 
to note the different treatment accorded 
stock redemptions for the first time under 
the 1954 Code. Section 346 is intended to 
cover redemptions occasioned by a change 
at the corporate level, such as contraction 
of business, while Section 302 covers share- 
holder-level changes, where the corporate 
business continues in substantially the same 
volume. An illustration of the latter situa- 
tion is a complete buy-out of a stockholder’s 
interest. 

The avenue of tax avoidance created by 
this omission could conceivably be quite 
broad. For example, a real estate construc- 
tion corporation could make a cash dis- 
tribution to one of its shareholders in com- 
plete retirement of his stock. There could 
be considerable surplus and the corporation 
still be collapsible. If insufficient surplus, 
the stock could be redeemed out of money 
obtained by borrowing and the redemption 
made out of a reduction surplus as per- 
mitted by some state laws. 


Of course, such a stock retirement would 
not relieve the remaining shareholders of 
liability under Section 341 if they sold this 
stock or liquidated the corporation. They 
might, however, be in a position to retain 
the property for three years or take ad- 
vantage of the 70 per cent limitation. The 
fact that they were placed in this position 
would also seem to dictate that the share- 
holder whose stock was redeemed would 
receive a consideration discounted for these 


circumstances. 


Another possibility of utilizing Section 
302 would be in connection with the 70 
per cent limitation. For example, if a cor- 
poration had noncollapsible assets 
but not enough to take advantage of the 
70 per cent limitation, it might be able to 


some 


distribute enough collapsible assets to one 
shareholder, in a disproportionate (or com- 
plete) redemption so that the remaining 


assets in the corporation are in such pro- 
portion between collapsible and noncollapsi- 
ble as to enable the remaining shareholders 
to liquidate and take advantage of the 70 
per cent limitation. In this manner, the 
shareholder whose stock was redeemed 
under Section 302 could receive the actual 
value of his stock. It is doubtful if such a 
distribution, even of property in kind, could 
be considered as creating a corporate con- 
traction, but this possibility does exist. The 
safe thing to do, however, would be to dis- 
tribute cash, if available, which had been 
acquired with respect to still collapsible 
property and which would, therefore, if 
retained by the corporation, be “considered” 
collapsible property for either the substan- 
tial realization test or the 70 per cent 
limitation. 

Since this obvious drafting error seems 
to have created a loophole of significant 
proportions if the statute is read literally, 
it can be expected that the issue will sooner 
or later be resolved by litigation. 


General Evaluation of Regulations 


The regulations necessarily reflect many 
of the difficulties contained in the statute, 
but in certain areas contribute considerably 
to its understanding. There are provisions, 
however, which appear to be arbitrary, as 
will be pointed out in the detailed discussion 
which follows. Whatever may have been 
the likelihood that these arbitrary portions 
of the regulations would have been in- 
validated by the courts as contrary to the 
statute has been somewhat reduced by the 
re-enactment of Section 117(m), substan- 
tially unchanged, as Section 341 of the 1954 
Code.” 


The principal vice of the regulations, in 
view of the nature of the statute, however, 
is not that the position taken may be un- 
necessarily harsh ‘toward taxpayers but 
rather that so many questions are left un- 
answered. 





*% This is so because of the ‘‘re-enactment”’ 
doctrine. Under this theory, Treasury regula- 
tions interpreting a given statute are said to 
acquire the force of law through re-enactment 
of the statute, substantially unchanged, after 
the regulations have been issued. See U. 8. v. 
Dakota-Montana Oil Company, 3 vustc { 1067, 
288 U. S. 459 (1933); Helvering v. Reynolds To- 
bacco Company, 39-1 ustc { 9282, 306 U. S. 110: 
Continental Oil Company v. Jones, 49-2 ust« 
7 9336, 176 F. (2d) 519 (CA-10);: Publicker v. 
Commissioner, 53-2 ustc § 10,912, 206 F. (2d) 


250 (CA-3). 
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Justification for the doctrine is supplied by 
the assumption that Congress was familiar with 
the Treasury's interpretation of a given statute 
at the time the latter's re-enactment was con- 
sidered. In view of this, it is implied that 
re-enactment of the statute puts the stamp of 
Congressional approval upon the Treasury inter- 
pretation. See National Lead Company v. U. 8., 
252 U. S. 140 (1920): Douglas v. Commissioner, 
44-1 uste { 9326, 322 U. S. 275. 
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Definition of Collapsible Corporation 


The first of the four definitions contained 
in Section 341(b) is that of a collapsible 
corporation. It is defined as a corporation 
“formed or availed of principally for the 

. . [production™ of any property or the 
purchase of certain property described as 
‘Section 341 assets’ (stock in trade, etc.), 
or for the holding of stock in a corporation 
so formed or availed of] with a view to 

. the sale or exchange of stock ... or 
a distribution before the realization 
by the corporation of a substantial 
part of the taxable income to be derived 
from such property % 


Although this definition at first blush 
may appear to be understandable, as a 
matter of fact it is largely unintelligible. 
The Congressional scheme, on the other 
hand, is very clear. The vice at which the 
statute was aimed was the avoidance, in 
the extreme case, of all tax on the corporate 
level. Accordingly, Congress enacted Sec- 
tion 341 with the simple but naive notion 
that the statute need only provide that 
where shareholders have as their purpose 
the avoidance of the corporation’s fair share 
of tax, the shareholders must pay the piper. 


It will perhaps be helpful in the discus- 
sion that follows to simplify further the 
statutory scheme in terms, again, of the 
Congressional objective. To this end a 
corporation is collapsible if (1) availed” of 
principally (2) for the production or pur- 
chase of collapsible property" (3) with a 
view to (a) the sale or exchange of stock 
(whether in liquidation or otherwise) or 
(b) a distribution of property (4) prior to 
the corporate “realization” of a “substan- 
tial” part of the taxable income to be 
derived from the collapsible property. 


“With a View to” 


The phrase “with a view to” connotes a 
subjective standard. Congress appears to 
be saying that if a corporation is availed 
of for the production or purchase of collapsible 





assets with the thought of selling stock, 
liquidating, or making a distribution prior 
to the corporation’s being taxed on a sub- 


stantial part of the income from the col- 
lapsible property, the usual capital gain 
result to the shareholders will not be per- 
mitted. The Treasury Department, how- 
ever, has taken the opposite approach and 
attempted to convert the subjective require- 
ment into an almost wholly objective one. 
The regulations state, in effect, that a cor- 
poration will normally be a _ collapsible 
corporation if all the facts are present nec- 
essary to apply this section, except the view 
requirement. It will be presumed, appar- 
ently, that if the other facts are present, 
the requisite view must also have been 
present. The regulations state that the 
view requirement is satisfied “whether such 
action was contemplated unconditionally, 
conditionally or as a recognized possibility.” * 
This obviously gives the statute its broadest 
possible coverage. If these regulations as 
written are valid it would be the rarest type 
of case where a taxpayer could establish 
that during construction of the property the 
liquidation of the corporation before realiza- 
tion of substantial income to the corpora- 
tion was not even a recognized possibility. 
Furthermore, to predicate the drastic tax 
imposed by the section at the shareholder’s 
level, to put an extreme case, on the fact 
that management was well-enough informed 
to know, during production or purchase of 
property, that it might be profitable taxwise 
to liquidate the corporation, notwithstand- 
ing that there were no plans to this end 
at all, is a questionable standard at the 
very least. 

Whether these regulations when attacked, 
as surely they will be, will be upheld by the 
courts is not easy to predict. The Com- 
missioner’s hand has been strengthened as 
noted above by the re-enactment of Section 
117(m) substantially unchanged. 


But the re-enactment doctrine™ is itself 
a fiction, and there is increasing reason to 
believe that it has less attraction for the 
courts than once it had.” 





%*% The word ‘‘production’’ is sometimes used 
hereafter to include ‘‘manufacture’’ and ‘‘con- 
struction’; ‘‘produced’’ to include ‘‘manufac- 


tured"’ and ‘‘constructed.”’ 


* The phrase in 1954 Code Sec. 31(b) is 
“formed or availed of.'’ It has been accurately 
observed elsewhere (MacLean, article cited at 
footnote 3) that the use of the word ‘‘formed”’ 
adds nothing to the definition. This is still an- 
other example of the ineptness of the statutory 
language. 

37 Although a detailed discussion concerning 
the specific kinds of property covered by the 
statute follows, the general term ‘‘property’’ as 
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used here means that kind of produced or pur- 
chased property which (the other necessary 
conditions being present) can result in a corpo- 
ration's being classified as a collapsible corpo- 
ration. 


% Regs. Sec. 1.341-2(a) (2) 
® See footnote 34. 


*In Commissioner v. Sternberger, 55-1 ust« 
7 11,504, 348 U. S. 187 (1955), where, although 
the Commissioner apparently strongly urged the 
re-enactment doctrine, the majority based its 
decision on the specific and established admin- 
istrative interpretation of the statute, which 
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Regardless of the merit of this contro 
versy, in advising his clients on prospective 
transactions an attorney would be ill-ad- 
vised to speculate on the outcome of litiga- 
tion involving the invalidation of Treasury 
regulations. So long as the regulations 
remain as they are, and until there has been 
a definitive interpretation by the courts, it 
should be assumed in dealing with prospec- 
tive transactions that regardless of what 
other motives there are for liquidating a 
corporation, or selling stock before sub- 
stantial realization of corporate income, 


those in control will be considered to have 
had the prohibited view. That assump- 
tion is made generally throughout this 
article, but particularly in the illustrative 
examples, except in the limited situations 
encompassed by Example No. 3 of the 
regulations. 


Example No. 3 of Regulations 


The only specific example given in the 
regulations of a situation where a corpora- 
tion which is otherwise collapsible will be 
considered not to be because of the lack of 
the requisite view is contained in Example 
No. 3. This is based on the same facts as 
Example No. 2. The relevant facts in 
Example No. 2 were that on January 2, 
1954, B formed X Corporation, and in 
August the corporation completed construc- 
tion of an office building that it immediately 
sold at a gain of $50,000, which was dis- 
tributed, less corporate taxes, as a dividend. 
A second building was completed in June, 
1955. In August B sold the entire stock 
at a gain of $12,000, which gain was attribut- 
able to the second building. The Treasury’s 


solution is that the corporation is collapsible 
and B received ordinary income. 


The facts were changed in Example No. 
3 to show that the second building was 
constructed as the first step in a project for 
the development for rental purposes of a 
large suburban center involving construc- 
tion of several buildings by the corporation. 


B sold his stock because he was retiring 
from all business activity as a result of ill- 
ness arising after the second building was 
constructed. On these additional facts, it 


is concluded that the corporation is not a 
collapsible corporation. 


Although the regulations do not state 
under what statutory principle the addi- 
tional facts in Example No. 3 require a 
diametrically opposed answer to that given 
to Example No. 2," it seems clear that the 
Treasury Department is saying that because 
there were general plans to build a number 


of buildings and the plans were changed, 
so far as the sole shareholder was con- 
cerned, as a result of his illness which 
forced his retirement from all business 
activity, it will be concluded that during the 
construction of the second office building 
he did not contemplate the sale of his stock 
before the corporation realized income from 
the second building. Presumably, if the 


illness had arisen during some part of the 
construction of the building, and otherwise 
the same facts occurred, the corporation 
would be collapsible since the sale of the 
sole shareholder’s stock prior to realization 
would have been contemplated during some 


stage of the construction. 


Here, then, marks the first—and unfor- 
tunately the only—situation, assuming the 
validity of the regulations, where the im- 
pact of Section 341 can be avoided under 
the “with a view to” requirement. If a 


generalization is possible, it is that if an 
event occurs after the last production or 


purchase of collapsible property was com- 
pleted, which causes the liquidation of the 
corporation or the sale of its stock, and 
that event was not foreseen or reasonably 
foreseeable during the purchase or produc- 
tion period, then, and only then, can one 
with some assurance conclude that the cor- 


poration is not a collapsible one insofar as 
the view requirement is concerned. In 


addition to this illustration in the regula- 
tions based on the health of the sole share- 
holder, other examples in a similar vein 
might be as follows: the death of the principal 
shareholder—particularly if he played a 
vital part in management; the inability of 
substantial blocks of shareholders to agree; 
and the necessity to relocate because of 
impaired health or other personal problems. 


Finally, it bears repetition that these 
events must occur after all production or 
purchase has been completed and must not 


have been reasonably foreseeable during 
production or purchase. 





(Footnote 40 continued) 
it said ‘‘should not be overruled except for 
weighty reasons.'’ The dissent urged that in 
any event re-enactment is only an indication 
of Congressional purpose to be weighed in the 
context of the statutory language. 

See, also, 54 Harvard Law Review 377, 398, 


1311, 1323 (1941). 
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“ Indeed, one of the serious lirnitations of 
the regulations, in addition to the paucity of 
examples, is that there is little attempt to co- 
ordinate the explanatory and illustrative inter- 
pretation with the statutory principles. This 
circumstance limits even further the appli- 
cability of the regulations beyond the precise, 
narrow material with which they deal. 
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Whose View? 

Because the chance of avoiding the im- 
pact of Section 341 on the basis of the view 
requirement is narrow at best, it is a little 
academic to be concerned about who must 
have the view. Nevertheless, it has prac- 
tical importance because the regulations 
interpret the provision so that an innocent 
shareholder—indeed, one who is not a 
shareholder at all during the production or 
purchase—may find the statute applicable 
to him, while those who are responsible for 
the “evil” thoughts will not have it applied 


against them. 


To this end the regulations state that 
the view requirement is satisfied in any case 
in which such action was “contemplated by 
those persons in a position to determine 
the policies of the corporation, whether by 
reason of their owning a majority of the 
voting stock of the corporation or other- 
wise.” ® 

In addition, the regulations assert that 
“it is immaterial that a particular share- 
holder was not a shareholder at the time 
of the manufacture, construction, produc- 
tion, or purchase of the property, or if a 
shareholder at such time, did not share in 
such view.” ® 

The suggestion that the shareholders in 
control who have the collapsible purpose 
may nevertheless get capital gain has ref- 
erence to Section 341(d)(1), which provides 
that one owning 5 per cent or less of the 
shares is excluded from operation of the 
section. This will be discussed in more 
detail later. 


“Principally” 


Much has been written about whether 
principally” modifies the view requirement 
or the activity of the corporation in produc- 
ing or purchasing collapsible-type assets.” 
The writers are inclined to the view already 
expressed that “principally” modifies the 
collapsible activity, that is, manufacturing 
or purchasing collapsible-type assets. Paren- 


thetically, it might be noted that the regu- 
lations, after initially paraphrasing the statute, 
never again refer to the word “principally.” 


Thus, it might be stated that the Commis- 
sioner has remained neutral in the controversy. 
The importance of interpreting the statute 
as meaning that “principally” directly modi- 
fies “with a view to” is that a tax avoidance 
purpose more important than all other pur- 
poses would probably have to be shown in 
order for a corporation to be considered 
collapsible.“ On the other hand, if “prin- 
cipally” modifies only the production or 
purchase of property, the interpretation of 
the section would seem to be that the cor- 
porate activity of this type be greater than 
all other activity. On such an interpreta- 
tion, the subjective view of tax avoidance 
would not have to be the principal manage- 
ment or shareholder purpose but could, 
perhaps, be one of a number of purposes. 
The approach of the regulations, as al- 
ready stated, is to avoid directly the use 
or even mention of the word “principally.” 
Instead, whenever appropriate, the phrase 
“substantial activity” is substituted. It is 
made clear, however, that a principal tax 
avoidance purpose is not necessary in order 
for the section to apply. Thus: “The ex- 
istence of a bona fide business reason for 
doing business in the corporate form does 


not, by itself, negate the fact that the cor 
poration may also have been formed or 


availed of with a view to the action de 
scribed in section 341(b).”* 


Prior Business History 
The regulations ignore for practical pur- 
poses the history of a corporation and look 
only to the corporate activity at the particu- 
lar point in time as to which the determina- 
tion of collapsibility is being made. In the 
. ‘ ‘ ‘a . » 
paragraph entitled “Application of Section, 
it is stated that a corporation is a collapsible 
one if, at the time of production or pur- 
chase of collapsible assets, such activity was 
substantial in relation to the other activities 
of the corporation.“ The Congressional in- 
tent—that Section 341 should not apply to 
“ordinary” corporations—is, therefore, al 
most completely subverted by the regulations 


In only one place is the prior history of 
a corporation specifically considered.* There 





“" Regs. Sec. 1.341-2(a)(2) 

* Regs. Sec. 1.341-2(a)(2) 

“For example, the articles by the following, 
all cited at footnote 3: DeWind (that ‘‘prin- 
cipally’’ modifies ‘‘with a view to’’), MacLean 
(that it modifies ‘‘manufacture, construction or 
production of property’’) and Freeman (that it 
modifies both). 


* This recalls the language of 1954 Code Sec. 
269 (1939 Code Sec. 129). The analogy un- 
doubtedly alarmed the Commissioner: That 
section, it will be recalled, deals with acquisi- 
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tion of stock control or property of another 
corporation under certain circumstances for the 
principal purpose of obtaining deductions and 
credits for tax avoidance purposes. The Com- 
missioner’s notoriously unsuccessful use of Sec. 
269 suggests that Sec. 341, if similarly inter- 
preted, would likewise result in little addition to 
the Treasury's coffers. 

* Regs. Sec. 1.341-2(a) (2). 

* Regs. Sec. 1.341-5(b) (3) 


*® Regs. Sec. 1.341-5(c) (1). 
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it is stated that a corporation will be pre- 
sumed not a collapsible one in the following 
situations: in the case of a corporation that 
would be considered a collapsible only by 
reason of the manufacture, construction or 
production of property or the purchase of 
inventory or property held for sale to cus- 
tomers in the ordinary course of business 
if the amount (both in quantity and value) 
of such property is not in excess of the 
amount which is normal (1) for the purpose 
of the business activities of the corporation 
if such corporation has a substantial prior 
business history involving the use of such 
property and continues in business“ or (2) 
for the purpose of an orderly liquidation if 
the corporation has a substantial prior busi- 
ness history involving the use of such prop- 
erty and is in the process of liquidation. 


These examples will apply only to a lim- 
ited number of corporations. Even as to 
these, however, it is difficult to foretell 
when a given corporation will be excluded 
from the collapsible category as a result 
of these examples. No attempt is made in 
the regulations to define the essential phrases 
“amount which is normal,” “substantial prior 
business history” and “orderly liquidation.” 
Essentially, however, the attempt is made 
to eliminate from application of Section 
341 those corporations of this limited type 
which, although technically collapsible, have 
not been utilized for tax avoidance pur- 
poses. A recent ruling™ gives one illustra- 
tion of the application of this provision. 
The facts in the ruling disclosed that from 
1945 to 1955 (the year of liquidation) the 
corporation had sold oil drilling equipment 
out of inventory. It owned no real estate 
and had only a moderate amount of fixed 
assets. In the past it had done a large 
volume of business, but during the year 
preceding liquidation its sales declined 
sharply, due to increased competition. Prior 
to liquidation it had abolished the position 
of sales manager, effected a reduction of 
rent for its quarters, reduced salaries and 
curtailed new inventory purchases. On liqui- 
dation, the inventory on hand was trans- 
ferred to a partnership (composed of the 
former shareholders) which continued the 
business on a small scale. For several 
years preceding liquidation, inventory pur- 
chases had been no larger than those re- 
quired for replacement purposes, so that 
at the time of liquidation the inventory was 


normal for the amount of business done, 
and no greater than the average inventory 
for the same period. In view of the con- 
clusions of fact, and particularly since the 
inventory was normal for the purpose of an 
orderly liquidation of the business, it was 
held that the gain realized by the sharehold- 
ers on liquidation was not taxable at 
ordinary rates. 


Examples Nos. 4 and 5 of Regulations 


The regulations state that a corporation, 
although otherwise collapsible, will not be 
considered collapsible if the amount of un- 
realized taxable income from collapsible 
property is not substantial in relation to the 
amount of the taxable income realized 
(after the completion of a material part of 
the production of such property and prior 
to the sale of stock or a distribution of 
property) from such property and from 
other property manufactured, constructed 
or produced.” 


There is no indication as to what part of 
the statute supports this conclusion. Ex- 
ample No. 4, however, obviously illustrates 
the application of the principle. The mate- 
rial facts there are that a corporation was 
formed on January 2, 1948, and produced 
one motion picture each year. It realized 
a substantial part of the taxable income to 
be derived from each except the last pic- 
ture, which was completed on September 
1, 1954. A material part of the production 
of the last picture had been completed on 
January 1, 1954, and between that date 
and January 2, 1955, when the sole share- 
holder sold his stock, the corporation re- 
alized taxable income of $500,000 from 
the completed motion pictures. On the date 
of the sale of stock, the last picture, still 
unlicensed for exhibition, had a value of 
$50,000 in excess of its basis. The corpo- 
ration consistently distributed to its share- 
holder its taxable income “when received” 
after adjustment for taxes. 


On the basis of these facts, it is con- 
cluded that although the corporation is 
within the provisions of Section 1.341-5(b) 
of the regulations,” it will not be consid- 
ered a collapsible corporation because the 
amount of unrealized income from such 
property ($50,000) “is not substantial in 
relation to the amount of the income real- 
ized, after the completion of a material 





* However, note the possibility of applying 
Sec. 311 or Sec. 312 in certain of these situa- 
tions, discussed below. 

% Rev. Rul. 56-244, I. R. B. 1956-12, 9. 

51 Regs. Sec. 1.341-5(c) (2). 
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® Regulations Section 1.341-5(b) sets out cer- 
tain facts which will ordinarily be considered 
sufficient to establish that a corporation is a col- 
lapsible corporation. 
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part of the production of such property and 
prior to sale of the stock, from such prop- 
erty and other property produced by the 
corporation ($500,000).” 


Example No. 5 of the regulations is 
based on the same facts except that the sole 
shareholder sold all of his stock to another 
on February 1, 1954, which, it will be re- 
called, was one month after the completion 
of a material part of production and seven 
months before completion of all production. 
On January 2, 1955, the new shareholder 
sold all of his stock at a gain attributable 
solely to the appreciation of the unreleased 
picture. 


view of 
” 


It is concluded that “in the 
change of control of the corporation,” the 
principles relied upon in Example No. 4 
“are not significant at the time of the sale 
by . . . [the new shareholder]” and the 
corporation “would be considered a col- 
lapsible corporation on January 2, 1955.” 


One might speculate at great length as to 
the ideological derivation of this curious 
principle and the examples which illustrate 
it. While interesting as an intellectual ex- 
ercise, it would be pointless on the prac- 
tical level; for whatever else may be said 
about the two examples the most obvious is 
that they will rarely occur. Had the $500,000 
earned after material completion of the last 
picture not been distributed as a dividend, 
the 70 per cent limitation would clearly be 
applicable, as explained under that heading, 
below. If that had occurred, the portion 
of the $500,000 remaining after adjustment 
for corporate taxes would have been con- 
verted from ordinary income into capital 
gain, as would the unrealized appreciation 
from the last picture. In either case, there- 
fore, if the shareholder had a tax avoidance 
purpose in selling his stock he would not 
have caused the corporation to declare 
dividends. 

Last year in commenting on the different 
results reached in Examples Nos. 4 and 5, 
we concluded that the examples were either 
inappropriate or the principle being illus- 
trated defied analysis.” 

It seems now, as we thought then, that 
Example No. 4 is simply illustrating a 
de minimis principle. In other words, the 
strict application of the separate collapsible 
property test will not be made where the 
income to be realized from the admittedly 
collapsible property is not substantial with 
reference to all income realized by the cor- 


poration after the manufacture of the last 
collapsible property. This, of course, is the 
illustration of the principle of the regula- 
tions referred to at the outset of this dis- 
cussion. The difficulty with Example No. 
5 is that the results ought to be the same 
there. Informal discussions with those who 
have been close to this problem indicate 
that it is agreed that Example No. 5 was 
not sufficiently analyzed before adopted by 
the regulations. The thought in back of 
Example No. 5 is that where control of the 
corporation changes and all of the gain 
from the stock is attributable to the last 
collapsible asset, the new shareholder should 
be subjected to the provisions of Section 
341. The quarrel we have is not with this 
principle but simply with the fact that 
Example No. 5, by adopting all of the facts 
in Example No. 4, does not illustrate that 
or any other readily ascertainable principle. 
If, as the regulations state, the same facts 
occur in Example No. 5 as in Example No. 
4, the corporation realized the $500,000 
of income upon which taxes were paid and 
the surplus was declared in dividends. If 
this be so, the purchaser of the stock has 
incurred a large ordinary income tax which 
cannot in any way be offset against his 
base. It is difficult, therefore, to understand 
the economics upon which he can have a 
gain attributable solely to the appreciation 
of the released picture. The short answer is 
that, of course, he cannot. 

The principal relevance of this discussion 
is to illustrate the fact that the confusion 
concerning the operation of this complex 
statute, in many places on the legislative 
level, has unfortunately continued on the 
high level of the issuance of Treasury regu- 
lations. It also underlines the paucity of 
illustrative material in the regulations when 
only five were used to explain the prac- 
tically limitless application of the section; 
and of these, one is meaningless. 


Collapsible Property 


Not all kinds of property are of the kind 
that, present the other conditions, makes 
the statute applicable to a particular corpo- 
ration. Congress, as we have already stated, 
was particularly concerned with the use of 
the collapsible device in the motion picture 
and construction industries. Accordingly, 
the original provisions defined the collapsi- 
ble property only as property that was 
manufactured, constructed or produced. In 
the Revenue Act of 1951, however, Section 





* Axelrad and Kostas, article cited at foot- 


note 1, at p. 574. 
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117(m) was amended to include the pur- 
chase of inventory or property held by the 
taxpayer primarily for sale to customers in 
the ordinary course of trade or business. 


Finally, with the enactment of Section 
341 in 1954 the definition was further ex- 
panded so that now the collapsible prop- 
erty categories are as follows: (1) all 
property which the corporation has manu- 
factured, constructed or produced and (2) 
all property of a kind described in Section 
341(b)(3) (Section 341 assets) which it pur- 
chases. The latter category consists of 
property held for a period of less than three 
years, which is (a) stock in trade or other 
property which would properly be included 
in inventory; (b) property held primarily 
for sale to customers; (c) unrealized re- 
ceivables or fees from property of the type 
enumerated in that section; (d) depreciable 
property and real property used in the 
trade or business, other than that used to 
construct, manufacture, produce or sell in- 
ventory, or property held for sale;™ (e) 
timber or coal; (f) livestock; and (g) un- 
harvested crops.” 


Section 341 Assets—Section 1231(b) 


It will be recalled that under Section 
117(m) only property which is stock in 
trade or property held primarily for sale 
to customers in the ordinary course of busi- 
ness was included in the category of pur 
chased property which could constitute 
collapsible assets. These two categories of 
purchased assets are retained within the 
definition in Section 341(b)(3)(A) and (B). 
Section 341(b)(3)(D), however, enlarges 
the definition to include 1231(b) property 
(without regard to the holding period),” 
but excludes such property used in connec- 
tion with the manufacture, construction, 
production or sale of property constituting 
stock in trade or property held for sale to 
customers, that is, property described in 
341(b)(3)(A) and (B). Here, then, in the 
category of purchased assets, Section 341 
can convert capital gain income of individu- 
als into ordinary income if the corporate 
form is employed. The reason for this pro- 
vision, we are told, is that it was intended 
to prevent the real estate speculator from 


using multiple corporate entities, no one of 
which could be said to be holding property 
for sale to customers in the ordinary course 
of business, and, hence, Section 341 would 
be ineffective in preventing capital gain 
attributable to 1231(b) property. 


But in attempting to close the dealer 
loophole, the true investor has been penal- 
ized. On the other hand, why should gain 
from the stock of a corporation organized 
to build a single building be treated differ- 
ently than stock of a corporation which buys 
a single building? The former corporation 
was collapsible from the beginning. And 
why a dichotomy of treatment between a 
single-produced motion picture and a single- 
purchased motion picture? The producer- 


stockholder (looking through the corporate 
entity for the moment) hopes to make a profit 


by net distribution receipts in excess of 
production costs. The purchaser-stockholder 
hopes to make his through net distribution 
receipts in excess of his cost of purchase. 

Those who are so shocked by Section 341 
(b)(3)(D) (and this appears to be one of 
the most attacked provisions of Section 
341) might remind themselves that the 
damage was done when the first collapsible 
statute took a meat ax approach to certain 
abuses. Section 341(b)(3)(D) merely ex- 
pands this treatment. 

This, of course, is not a defense of Sec- 
tion 341(b)(3)(D). If there are problems 
in regard to multiple corporations (and 
there are), the problems should be dealt 
with directly and not as in Section 341— 
obliquely. The Section 341 approach hits 
the innocent and guilty alike and, in ad- 
dition, does not begin to solve the much 
broader multiple corporation problem.” 

There is some possibilty that investment 
property will not be considered Section 
1231(b) property as held by some. corpo- 
rations. Query, whether investment prop- 
erty is used in a trade or business unless 
investing is a substantial part of the corpo- 
rate business.™ On the other hand, sub- 
stantial or not, it can be argued that anything 
a corporation does constitutes its business. 


Section 341(b)(3)(D) carefully excludes 
from its coverage, as already stated, prop- 





5¢ This category is specified in the statute by 
incorporation of 1954 Code Sec. 1231(b) by 
reference, which in turn incorporates by refer- 
ence 1954 Code Sec. 167. 

5 The last three categories are also included 
by reference to 1954 Code Sec, 1231(b). 

% This should be contrasted with the use of 
Sec. 1231(b) in connection with the definition 
of inventory items in Sec. 751 discussed below. 
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5s Perhaps it was felt that since there had been 
direct legislation aimed at the multiple problem, 
which had proved largely ineffective, there was 
nothing to lose. 

58 See, e.g., Graves Brothers Company, CCH 
Dec. 18,845, 17 TC 1499 (1952). 
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erty used to manufacture, produce, con- 
struct or sell inventory or property held 
for sale, as in Section 341(b)(3)(A) and 
(B). As we have just seen, this is consis- 
tent with the policy underlying Section 341 
(b)(3)(D). But equally consistent would 
have been the exclusion of property used 
by a personal service corporation or one 
which produces Section 1231 (b) assets. 
Thus, the purchased building of a shoe 
manufacturer is’ not a collapsible asset, 
but that of an advertising agency or a 
motion picture producer is. On this level 
the criticism of the statute appears not 
that we disagree so much with the policy 
decision, but, rather, like so much that is 
wrong with Section 341, much of the 
problem was not fully analyzed. 


Unrealized Receivables 


Section 341 assets, and therefore pur- 
chased collapsible-type assets, include un- 
realized receivables and fees except receivables 
from sales of property “other than property 


described” in Section 341(b)(3). 


The term is defined as any rights, con- 
tractual or otherwise (not previously in- 
cludable in income), to payment for (1) 
goods delivered or to be delivered (to the 
extent the proceeds would be treated as 
amounts received from the sale or exchange 
of property other than capital assets) and 
(2) services rendered or to be rendered.” 
This is the same definition found of the 
similar term in the collapsible partnership 
provisions, but in the latter it is not limited 
as it is in Section 341(b)(3)(C).” The 
inconsistency between Section 341(b)(3) 
(C) and Section 341(b)(4)(A) as it relates 
to Section 1231(b) property has been pointed 
out elsewhere.” 


A myriad of problems has been raised 
by the inclusion of unrealized receivables 
in the category of purchased assets. These 
problems will not be discussed here— 
principally for the reason that they have 
received adequate treatment elsewhere®™ 
but also because the entire question may be 
largely academic under the present wording 
of Section 341. The statute applies, it will 
be recalled, to all property manufactured, 
constructed or produced. To the extent, 
therefore, that “unrealized receivables” can 
be said to be “manufatcured, constructed or 


produced,” they have from the beginning 
been collapsible assets. If they do arise 
in these ways, and we think generally they 
do, the only such assets added by Section 
341 are “purchased” unrealized receivables 
less than three years old. But only rarely 
corporation purchase “unrealized 
receivables” unless it be engaged in the 
business of discounting trade accounts. 
Therefore, it appears that this general 
category adds very little to the statute’s 
coverage. 


The suggestion, made elsewhere, that 
the statute should be interpreted broadly so 
that unrealized receivables stemming from 
property sold by the corporation will be 
treated as a “purchased” asset places an 
enormous strain on the statutory language.” 
On the other hand, treatment of an ac- 
count receivable arising from goods sold 
as “produced” property involves little strain. 
A receivable is plainly property and since 
it came into existence by corporate ac- 
tivity, that is, goods delivered or services 
rendered, there can be little quarrel with 
viewing the corporation as having produced 
the receivable.“ The effect of this approach 
is to broaden the coverage of unrealized 
receivables and fees subject to Section 
341, because there is no limiting language 
with respect to “produced” property such 
as is contained in both Sections 341(b)(3) 
(C) and 341(b)(4). The further effect is, 
however, to do away with internal incon- 
sistencies in those provisions and to force 
the conclusion that both Section 341(b) 
(3)(C) and Section 341(b)(4) are largely 
surplusage. 


This view, unfortunately, forces the 
further conclusion that neither 
understood the coverage of Section 117(m) 
nor knew how to get the coverage it ap- 
parently wanted in Section 341. This kind 
of draftsmanship appears to be the product 
of the enormity of the problem faced by 
Congress in overhauling the Code at a 
single session where there was no agree- 
ment by the Senate on the careful staff 
proposals that had gone into the version 
of Subchapter C proposed by the House. 
When the Senate rejected the House ver- 
sion, it was necessary to implement Sec- 
tion 117(m) hurriedly. Perhaps the use of 
the term “unrealized receivables” in Sec- 
tions 312(e)(2)(B) and 751(c) suggested 


does a 


Congress 








5° Sec. 341(b) (4). 

Sec. 751(c). See discussion below. 

* DeWind and Anthoine, article cited at foot- 
note 3, at pp. 497-498. 

® Weyher and Bolton, article cited at foot- 
note 3, at pp. 671 and following. See, also, 
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DeWind and Anthoine, article cited at footnote 
3, at pp. 496 and following. 

* DeWind and Anthoine, article cited at foot- 
note 3, at p. 498. 

* See pp. 843-844. 
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subject 
was al- 


the desirability of its use in Section 
without the realization that the 
matter of that term, and more, 
ready included.® 


Raw Land 


One very important category of property 
which often appreciates in value in a short 
period of time is raw land. Assume that 
a corporation is organized to acquire land 
and build a commercial rental project. The 
company acquires the land; and before any 
construction can begin, it receives an offer 
for the land which leads the board of 
directors to conclude in their business 
judgment that it would be better to sell 
the land and make a quick profit than 
proceed with the risks and long delay in 
the realization of income involved in build- 
ing and operating the commercial property. 
Is this company a collapsible corporation? 

Under the hypothetical facts the corpo- 
ration has not begun to build, and it seems 
reasonably clear that the only category of 
collapsible assets possibly applicable, namely, 
real estate used in the trade or business, 
is not applicable, because until the corpo- 
ration builds the buildings and begins to 
rent them the land is not being used in 
its planned trade or business. 


Suppose, however, that before the offer 
to sell is made and the decision to liquidate 
is reached, the corporation makes applica- 
tion to have the land zoned from residential 
to commercial. Suppose, further, that it 
negotiates and executes leases to prospec- 
tive tenants. Finally, suppose the property 
is engineered and plans are drawn. 


We stated last year that the Service ap- 
parently holds, and is currently litigating, 
the proposition that any activity at all 
relating to the land, including the mere 
application for rezoning, is the first step 
in construction, and the property is there- 
fore. to be treated as constructed property, 
thus making it a collapsible asset. In the 
interim the Service has issued Rev. Rul. 
56-137," which assumes without discussion 
that the mere application for rezoning 
makes the property collapsible. It seems 
plain this is a very strained construction of 
“construction.” Nevertheless, it must be 
kept in mind that this avenue of escape from 
Section 341 is at least partially blocked by the 
Treasury's present administrative practice.” 


Constructive Manufacture or Purchase 
and Three-Year Rule 


Section 341(b)(2) states 
purpose of the definition, 


that, for the 
a corporation 





* Illustrative of the kind of asset involved 
in the term “unrealized receivables'’ is Tele- 
phone Directory Advertising Company v. U. 8., 
cited at footnote 11. Although a short taxable 
year—August 1, 1950, to October 31, 1950—was 
involved, to which Sec. 117(m) of the 1939 Code 
was applicable, its possible applicability was 
apparently overlooked by the government. The 
taxpayer corporation had an exclusive contract 
with the telephone company to solicit advertis- 
ing for the telephone directory. It was paid a 
commission measured by the number of months 
that a particular book was in use. Similarly, 
the rate to the advertiser varied directly with 
the number of months the book was outstand- 
ing. The term of the books varied and was 
governed solely by the telephone company. On 
cancellation of its contract the taxpayer liqui- 
dated, transferring to its stockholders the right 
to future commissions attributable to the cur- 
rent books and amounts attributable to adver- 
tising secured for books not yet issued. The 
taxpayer had consistently followed a method of 
accounting by which it accrued the commissions 
at the end of each month that a directory was 
outstanding. The Commissioner contended (1) 
that the commissions were income to the corpo- 
ration before dissolution because accrued and 
that taxpayer's system of accounting was a 
biennial one which should be disregarded on 
dissolution; (2) a ‘‘general’’ argument, based 
on the anticipatory assignment of income cases, 
that since taxpayer earned the commissions it 
should be taxed on them; and (3) that the Jud 
Plumbing and Standard Paving cases, cited at 
footnote 11, were controlling. The court held 
for the taxpayer on the ground that on the 
taxpayer's regular method of accounting the 
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commissions were not income prior to dissolu- 
tion and that the assignment-of-income cases 
were not in point. 

Why weren't the rights to commissions pro- 
duced property so that, assuming the other 
requirements, the taxpayer was a collapsible 
corporation? There is no question that the 
right to the commissions meets the definition of 
“unrealized receivables,’ but can it be said 
that the corporation purchased these receivables 
when, in fact, they arose through services per- 
formed by the taxpayer corporation? 

“Cited below in connection with the three- 
year rule. 

® Consider the possibility of using 1954 Code 
Sec. 337 as a ‘“‘hedge’’ in this situation. The 
corporation could sell the property under a 
plan of liquidation and if it should later be 
urged that the corporation was a collapsible one 
at the time of the sale, Sec. 337 could not be 
relied upon and a corporate capital gain tax 
would be payable. By paying the tax, however, 
the corporation would no longer be a collapsible 
one by definition since it had realized fully 
on the property. What the shareholders re- 
ceived would then be subject to a capital gain 
tax, Admittedly two capital gain taxes would 
be payable, but in the final analysis this would 
usually involve less total tax than would pay- 
ment of ordinary income tax on all the gain at 
the shareholder level. Whether this would be 
more profitable in a given situation will depend 
upon the number of shareholders, their tax 
brackets, the amount of the gain, etc. For a 
more complete discussion of the utilization of 
Sec. 337 as a hedge, see the section, below, 
entitled ‘‘Use of Section 337."’ 
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“shall be deemed” to have manufactured, 
constructed, produced or purchased prop- 
erty, if (1) it engaged in the manufacture, 
construction or production of such property 
to any extent, (2) it holds property having 
a basis determined in whole or in part by 
reference to the cost of that property in 
the hands of the person who did produce 
or purchase it or (3) it holds property hav- 
ing a basis determined in whole or in part 
by reference to the cost of property pro- 
duced or purchased by the corporation. 


As the regulations indicate,” property 
having a basis determined by reference to 
the cost of property to the one who did 
manufacture or purchase includes the situ- 
ation such as a tax-free transfer under 
Section 351. And the property having a 
basis determined by reference to the cost 
of property manufactured or purchased by 
the corporation itself has reference to a 
tax-free exchange of property of like kind 
under Section 1031(a) of the 1954 Code. 
Since unimproved property may be ex- 
changed for improved property under Sec- 
tion 1031(a),” raw land could become a 
collapsible asset if it were exchanged for 
improved property which had been pur- 
chased or constructed. 


Finally, the statute provides that in deter- 
mining the three-year period for Section 
341 assets, Section 1223 will be applied. 
That section deals with holding periods for 
capital gain purposes. In applying that 
section, however, the period shall not begin 
“before the completion of the manufacture, 
construction, production, or purchase.” ” 


The strictness of this provision, as well 
as the limitation in Section 341(d)(3) dis- 


cussed later, is illustrated by Rev. Rul. 
56-137." The facts were that land was 
purchased in 1952 in order to construct a 
shopping center. “As a step in the con- 
struction,” ™ a petition for rezoning was 
filed and granted. Litigation, however, re- 
sulted because others objected to the re- 
zoning; and not until 1954 was the rezoning 
held valid by the court. Held: If there were 
no other activity with respect to the land, 
the three-year period for the purposes of 
Section 341(b)(3) and (d)(3) begins on 
the day following the day the rezoning be- 
came final. 

It should be remembered that in the 
definition of a collapsible corporation, there 
is no limitation as to the kinds of property 





“manufactured, constructed, or produced,” 
that is, a corporation will be a collapsible 
corporation if it manufactures, constructs 
or produces any property as to which the 
requisite view exists; whereas, it will be a 
collapsible corporation as to “purchased” 
property as to which the requisite view 
exists only if that purchased property is 
of a kind included in the section entitled 
“Section 341 assets.” Therefore, purchased 
property will not be a collapsible asset at 
all if held more than three years. On the 
other hand, manufactured, constructed and 
produced property will constitute a col- 
lapsible asset until substantial realization, 
no matter how long it is held. In this 
latter situation, if the property is held for 
more than three years, the gain attributable 
to it will not constitute ordinary imcome 
because of the three-year limitation of 
Section 341(d)(3), which applies to all 
assets whether purchased or manufactured. 
Nevertheless, in applying both the sub- 
stantial realization test and the 70 per cent 
limitation, the age of this type property is 
irrelevant. 


It will be noted that the last sentence in 
Section 341(b)(3) states that “In deter- 
mining whether the 3-year holding period 
specified in this paragraph has been satis- 
fied, section 1223 shall apply,” but the 
period shall not begin before completion of 
the manufacture or purchase. Section 1223, 
as already stated, contains the “tacking” 
rules in connection with the holding period 
of capital assets. 


Illustrative, again unfortunately, of the 
confused draftsmanship of the statute are 
the following results of this provision read 
with the statute as a whole: 


(1) Manufactured assets can be any age 
and still be collapsible. 


(2) Purchased assets in no event are 
collapsible after three years, as determined 


by reference to Section 1223. 


(3) Purchased and manufactured assets 
after three years may no longer be con- 
sidered as collapsible for purposes of the 
presumption. 


(4) The three-year period is relevant for 
the limitation in (d)(3) in connection with 
either manufactured or purchased assets. 

(5) The three-year period for purposes 
of (d)(3) may or may not be determined 
by reference to Section 1223. 





* Regs. Sec. 1.341-2(a) (5). 

® See, e.g., Commissioner v. 
ustc § 9638, 122 F. (2d) 181 

” 1954 Code Sec. 341(b) (3) 


Crichton, 41-2 


(CCA-5). 
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"7. R. B, 1956-16, 11. 
% See discussion above of rezoning as 
struction. 


con- 
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Although for purposes of (b)(3), “tack- 
ing” is permitted because of specific refer 
ence to Section 1223, in the three-year 
limitation of (d)(3), no specific reference 
is made to Section 1223. It provides only 
that the section shall not apply to gain 
realized after the expiration of three years 
following the completion of “such” manu- 
facture, construction, production or pur- 

Therefore, where a_ corporation 
acquires manufactured property more than 
three years old in a tax-free exchange— 
although it will be deemed to have manu- 
factured that property™ and, hence, the 
property will constitute collapsible assets— 
Section 341 may not apply to the gain real- 
ized from such property because more than 
three years have elapsed since completion 
of the manufacturing process. Under this 
interpretation the statute may possibly be 
avoided through a tax-free exchange. 


chase, 


Suppose, for example, a corporation has 
just completed construction of an office 
building. It transfers it in a tax-free ex- 
change for a building four years old. It 
will be deemed to have constructed the 
latter building and will be a collapsible 
corporation since it has not had a substan- 
tial realization on that building. Yet, on 
liquidation, perhaps there would be capital 
gain since the building is more than three 
years old. The statute may be interpreted, 
however, to mean that the liquidating cor- 
poration is not only deemed to have manu- 
factured the acquired property but as of 
the time it in fact manufactured the prop- 
erty exchanged. The statutory justification 
for this interpretation is that the word 
“such” refers to definitions in (b)(1), (2) 
and (3). 


Holding Companies 


In drafting the collapsible corporation 
statute, it was recognized that an obvious 
avoidance could be the formation of a hold- 


78 1954 Code Sec. 341(b) (2). 

™H. Rept. 2319, 8lst Cong., 2d Sess., 1950-2 
CB 449. 

® Regs. Sec, 1.341-5(b) (5). 

* The argument that the operating corpora- 
tion must also be a collapsible corporation is 
by no means unfounded, considering the lan- 
guage of the statute and its interpretation in 
the regulations. Note that the statute literally 
reads that a collapsible corporation includes 
one formed or availed of ‘‘for the holding of 
stock in a corporation so formed or availed of.’’ 
(Italics supplied.) By adding the italicized 
words, the statute literally requires that the 
holding company’s stock be stock in a corpora- 
tion formed or availed of principally for the 
manufacture of property, The regulations then 
interpret this as meaning ‘‘for the manufac- 
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ing company which, upon completion of a 
collapsible asset by the operating corpora- 
tion, could be collapsed at capital gain 
rates to its shareholders. For this reason 
the definition of a collapsible corporation 
was extended to include, in addition to one 
manufacturing, constructing, producing or 
purchasing collapsible assets, one formed 
or availed of principally “for the holding 
of stock in a corporation so formed or 
availed of.” As the committee reports ac- 
companying the 1950 act indicated, the 
purpose of this provision was to prevent 
the use of corporations as “holding com- 
panies having no other business than to 
separate the shareholders from the corpora- 
tion undertaking the project.” The regu- 
lations, however, interpret the statute as 
requiring that the holding of stock in such 
corporation be only a substantial activity of 
the holding company.” 

The statute, contrary to some interpreta- 
tions placed upon it, clearly does not re- 
quire that the “view” be to the sale or 
exchange of stock in the producing cor- 
poration prior to substantial realization by 
it, but on the contrary refers to the sale or 
exchange of the holding corporation’s stock 
prior to substantial realization by the pro- 
ducing, subsidiary corporation. Admittedly 
the statutory language was not well chosen, 
but the latter interpretation is the only one 
that affords it any real meaning. The other 
interpretation would reduce the holding 
company provisions to surplusage since the 
statute in any event reaches sales of stock 
in the producing corporation.” 


The holding company provision may give 
rise to avoidance of the statute through the 
expedient of using two holding companies 
rather than one, since the statute expressly 


deals only with one. There is respectable 
authority in analogous situations, support- 
ing the proposition that if the corporate 
structure is so arranged Section 341 is in- 
applicable.“ Nevertheless, the tax adviser 


ture of property as to which the requisite view 
exists.’" And the requisite view is the sale or 
exchange of the corporation's stock prior to 


substantial realization on its collapsible assets. 
It seems apparent, then, that both corporations 
would have to be collapsible corporations, If 
such is the case, use of a holding company 
would accomplish a complete avoidance of the 
statute since, although there would be a sale of 
the holding company’s stock, there would be no 
sale of the producing corporation's stock or a 
distribution of its property; accordingly, the 
latter would not be a ‘‘corporation so formed or 
availed of.’’ 

7 See Mead Corporation v. Commissioner, 40-2 
ustc § 9801, 116 F. (2d) 187 (CCA-3); Com- 
missioner v. Wanamaker Trustees, 49-2 vustc 


{ 9486, 178 F. (2d) 10 (CA-3). 
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should hesitate before recommending such 
a plan. The courts may ignore the existence 
of the intervening corporation in order to 
give effect to the Congressional purpose. 


In Rev. Rul. 56-50” the Service refused 
to apply the holding company provisions of 
Section 341 literally where to have done so 
would have amounted to a “penalty tax.” 
There, a corporation owned all of the stock 
of five corporations, each of which owned 
an apartment building which each had con- 
structed through a joint venture. The 
parent had virtually no other assets. Due 
to a dispute between the shareholders of 
the parent, a court entered a judgment in 
1954 appointing trustees who ordered a 
sale of stock of the subsidiaries. The stock 


was sold to a stranger in a transaction to 
which Section 337 was not applicable. 


The ruling refused to determine the 
status of the subsidiaries as collapsibles, 
stating that the question was primarily one 
of fact to be left to audit.” The question 
answered in the negative by the ruling was 
whether the parent corporation was col- 
lapsible, assuming that it had realized ordi- 
nary income on the sale of the stock of the 
five subsidiaries. It was correctly pointed 
out that Section 341(b)(1)(A) refers only 
to realization of income by the corporation 
producing the property, that is, the five 
subsidiaries. Since the parent had realized 
the income and not the subsidiaries, the 
plain language of Section 341 directed the 
conclusion that the parent was collapsible. 
The ruling, however, reached the contrary 
result because there was nothing in the 


legislative history suggesting this result 
and the literal reading of the statute “would 
be unreasonable.” 


Substantial Part 


Section 341 requires that the corporation 
be formed or availed of principally for the 
manufacture or purchase of property with 
a view to selling stock or collapsing before 
a “substantial part of the taxable income 
to be derived” from the property has been 
realized. The statute literally requires only 
existence of the requisite view. It follows, 
then, that if existence of the view is once 
established, the corporation is by definition 
a collapsible one, and it would always re- 


main so even though all of the income to be 
derived from its property were realized. 
The committee reports,” however, make it 
clear that what Congress intended was that 
a sale or distribution in fact be made be- 
fore substantial realization. This demon- 
strates, if nothing else, that the language 
used was inappropriate, both because of the 
expressed intention of Congress and b:<- 
cause of the virtual impossibility of estab- 
lishing as a practical matter that the 
subjective view was or was not held at the 
time of the manufacture or purchase. In 
any event, what in fact is realized by way 
of taxable income at the corporate level is 
some evidence of the view held during pur- 
chase or production. But, as noted earlier, 
the regulations all but make what is real- 
ized conclusive. Whether the regulations, 
in accordance with the view expressed in 
the committee reports, will prevail in litiga- 
tion against one of the few unambiguous 
provisions of the statute will be interesting 
to observe. In the ultimate answer to this 
question lies one of the most important 
keys to the effectiveness of Section 341 
from the point of view of protecting the 
revenue, and until such time it will be 
nearly impossible to anticipate the outcome 
of any given transaction, unless it is as 
sumed that the regulations are valid. 

The next step is to determine what 
amount will constitute a “substantial real- 
ization.” This determination generally con- 
stitutes the most important single test for 
nonapplicability of Section 341. 


Unfortunately the committee reports, the 
statute and the regulations do not even so 


much as suggest the definition of this term. 
Much has been written about the problem, 


have found indications of the 
divers places." All of this is 
unavailing because the term is plainly a 
relative one. The failure of Congress to 
define it and the apparent refusal of the 
Treasury Department to take a position in 
the regulations seem to su;,gest that the 
government wished to make the answer 
turn on the particular facts oF each situation. 


and some 
quantity in 


It is in connection with the “substantial 
realization” test, as indicated in the intro- 
duction to this article, that tke most signifi- 
cant change has developed it} the past year 





”® Under the policy in Sec. 6, Rev. Rul. 54-172, 
1954-1 CB 394, 398. 

*° H. Rept. 2319, 8ist Cong., 2d Sess., 1950-2 
CB 449: S. Rept. 2375, 8ist Cong., 2d Sess., 
1950-2 CB 516. 
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5. Some ingenious indications:of the meaning 
of the term have been seen in reading the 
statute as expressing a relationship between the 
70 per cent rule in the exclusions and ‘‘sub- 
stantial part."" See, for example, DeWind, 
article cited at footnote 3, at pp. 611 and follow- 
ing, and Freeman, article cited at footnote 3, at 


pp. 424 and following. 
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A year ago it was possible to offer at least 
limited hope of “living” with Section 341 
because of the willingness of the Ruling 
Division of the Treasury Department to 
issue letter rulings to the effect that a 50 
per cent realization constituted a “substan- 
tial realization.” Rulings to this effect pre- 
sumably were available to all who sought 
them. It was possible, therefore, to make an 
initial determination of whether a particular 
corporation was or was not a collapsible 
one. If it had realized 50 per cent or more 
of the taxable income to be derived from 
each asset, it would not be a collapsible cor- 
poration; or if substantial realization had 
not been achieved on one or more assets, it 


could then be determined whether or not 
the 70 per cent limitation, discussed below, 
was applicable. 


Because of the widespread interest in this 
question, it was determined that it would be 
in the public interest to publish a ruling to 
this effect. Accordingly, the matter was re- 
ferred to the chief counsel’s office where, it 
is our understanding, a controversy now 
exists as to whether the Ruling Division’s 
position should be approved. The policy 
clash apparently is between those, on the 
one hand, who feel that in the interests of 
certainty and predictability in tax planning, 
the Service should take a definite position 
and those, on the other hand, who feel that 
any such arbitrary position may open the flood- 
gates to tax avoidance, the prevention of 
which was the sole purpose of the enact- 
ment of Section 341. The latter group no 
doubt feels that it was the Congressional 
intent that each case be judged on its own 
facts; that “substantial realization” is a rela- 
tive term; and that, for that reason, no arbi- 
trary percentage figure can be approved that 
will work in all cases. Regardless of the 
relative merits of the two views, the sad 
fact (for taxpayers) is that until this policy 
is resolved, it is our understanding that 
there will be no additional letter rulings 


issued on this question. 


In addition, since the 70 per cent limita- 
tion is inextricably tied in to the “substan- 
tial realization” test, at present it is not 
possible to determine with any certainty its 
applicability to a given situation. 

The letter rulings that have been issued 
are to the effect that a corporation, regard- 
less of any other facts, will no longer be 


® Regs. Sec. 1.341-2(a) (4). 
% Regs. Sec. 1.341-2(a) (4). 
** Regs. Sec. 1.341-2(a) (4). 
*% After payment of the corporate tax on the 
$5,000 already realized, the corporation may 


860 December, 


1956 @ 


considered collapsible when the taxable in- 
come from each collapsible asset equals 50 
per cent or more of the unrealized appreci- 
ated value of the asset at the time of the 
sale, exchange, distribution or liquidation. 
In short, rulings have been issued that “sub- 
stantial part” is 50 per cent or more. 


Unit or Project Rule 


The regulations provide that the collapsi- 
ble property is “that property or the aggre- 
gate of those properties with respect to 
which the requisite view existed.” ™ 

In order to make that determination, “‘refer- 
ence shall be made to each property as to 
which, at the time of the sale, exchange, or 
distribution there has not been a 
realization by the corporation of a 
substantial part of the taxable income to 
be derived from such property.” ™ 

The regulations continue: “However, where 
any such property is a unit of an integrated 
project involving several properties similar 
in kind, the determination whether the 
requisite view existed shall be made only 
if a substantial part of the taxable income 
to be derived from the project has not been 
realized and in such case the deter- 
mination shall be made by reference to the 
aggregate of the properties constituting the 
single project.” ™ 

The operation of these provisions of the 
regulations is fundamental to an understand- 
ing of “substantial part” and, in turn, Sec- 
tion 341. For purposes of illustrating operation 


of the unit rule, it will be assumed that 50 
per cent still constitutes a substantial reali- 
zation as to a particular property. 

If, for example, a corporate builder con- 
structs two houses, one in one part of the 
city and the other in another part, these 
houses, we may assume, are not parts of an 
integrated project. Until realization of in- 
come, each house is a separate collapsible 
asset. If the corporation sells one of the 
houses, realizing a taxable income of $5,000, 
and the other house has an unrealized ap- 
preciation of $4,000, obviously the $5,000 
taxable income which has been realized is 
more than 50 per cent of the total income to 
be realized. Yet the corporation is still a 
collapsible one because nothing has been 
realized on the second collapsible asset.” 


escape the provisions of 1954 Code Sec. 341 
under the 70 per cent limitation discussed below 
if it retains that money rather than distributes 
it in dividends. 
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Contrast the above illustration with one 
where the two houses are built on adjoin- 
ing pieces of land which the builder had 
subdivided. The houses are built simultane- 
ously with the same crew and the same 
plans, so it must be said that the two houses 
are units in a single integrated project. 
Now, if the corporation sells the first house 
and realizes $5,000 taxable income and the 
second house could be sold for a net profit 
of $4,000, the corporation can safely liqui- 
date, prior to the sale of the second house. 
This is so because, of the total taxable in- 
come which could be realized ($9,000), the 
corporation has already realized $5,000, 
which sum constitutes a realization of more 
than 50 per cent of the taxable income to be 
derived from the particular collapsible asset 
—the unit of two houses, 


The practical application of the unit rule 
can be illustrated more realistically by as- 
suming the existence of a tract of 500 units. 
Each unit in the tract has the same cost and 
the same fair market value. If we assume 
that each house will net $1,000 of taxable 
income, it is plain that after 250 houses 
have been sold the corporation has realized 
50 per cent of the taxable income to be 
realized from that particular collapsible 
property (namely, the tract) and the cor- 
poration can be safely liquidated. On the 
other hand, if the same corporate builder 
had built two tracts, each with 250 identical 
houses, but in different locations—each, 
however, with the same unit of profit—the 
sale of all of the 250 houses in the one tract 
and none in the other tract would still re- 
sult in the corporation’s being a collapsible 
corporation. On the same set of facts, how- 
ever, if the corporation sells half of the 
houses in each tract, it is not a collapsible 
corporation. 

Similarly, in the motion picture industry, 
if a corporate producer makes two pictures 
with unrelated story lines and a different 
cast, each picture is plainly a separate unit. 
If $1 million is realized on the one picture, 
and that amount constitutes total realiza- 
tion from the picture, but nothing has been 
realized on the second picture, which it is 
estimated will only net $100,000, the cor- 
poration is nonetheless collapsible. On the 
other hand, had the corporation made only 
the picture which in fact earned $1 million, 
it would have ceased to be a collapsible cor- 
poration once the first $500,000 had been 


realized. 





It must always be kept in mind that if the 
particular collapsible assets were purchased Sec- 


tion 341 assets, they cease to be collapsible 
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The shoe is often on the other foot, how- 
ever, when it comes to the television indus- 
try. A corporation is organized to produce 
a pilot half-hour subject. A sponsor is 
found for a series of 26 films based on the 
same story idea and with the same cast. In 
this situation the entire 26 half-hour sub- 
jects will be part of a single unit; and as 
soon as half or more of the income has been 
realized from that unit, the corporation may 
liquidate at capital gain rates to its share- 
holders. 


Computation of Substantial Part 


Even though uncertainty now exists with 
respect to the meaning of “substantial reali- 
zation,” it is still possible to illustrate the 
mechanics of computing “substantial part,” 
assuming that the ruling practice on the 
mechanics will continue to be applied. No 
definite conclusions can be made, however, 
until that uncertainty is resolved. Never- 
theless, if the mechanics remain the same, 
it will be necessary in the future to supplant 
the 50 per cent realization test assumed be- 
low with the actual test eventually adopted 
by the Service or the courts (whether a 
percentage test or otherwise). 


It has already been pointed out that the 
assumed percentage requirement of 50 per 
cent realization must be made as to each 
asset or integrated unit. Whether particular 
properties must be viewed separately or as 
a group depends upon whether they con- 
stitute integral parts of a larger group. 
Once this determination has been made, the 
next step is to calculate whether “substan- 
tial realization” has occurred each 
such asset or unit.” 


as to 


The statute suggests that the comparison 
is between what the property has already 
realized with what it would realize had the 
corporation not been liquidated. This would 
in turn require a projection, during the re- 
maining life of the assets, of overhead and 
other costs that go into the determination 
of taxable income, and the prorating of these 
costs between collapsible and noncollapsible 
assets. This method of computation would, 
at the least, create difficult problems of judg- 
ment and would, at the worst, destroy the 
certainty which may otherwise appear to 
exist in predicating advice in reliance on the 
substantial part test. Fortunately the Serv- 
ice takes quite a different view of the method 


of making the computation. In the interests 
assets after the expiration of three years. This 
is not so as to manufactured, constructed or 
produced assets. 
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of certainty it is to be hoped that this posi- 
tion of the administrative practice at least 
will be salvaged! The practice, as we un- 
derstand it, is that the unrealized apprecia- 
tion in value of each collapsible asset will 
be used as the measure of unrealized tax- 
able income. In other words, the fair 
market value of the asset less its adjusted 
basis in the hands of the corporation will be 
deemed the amount of taxable income to be 
derived from such property. 


For example, a corporation builds an 
office building and realizes $100,000 taxable 
income on which the corporate tax is paid. 
The stockholders wish to dissolve the cor- 
poration and request advice as to whether 
it is a collapsible corporation. The building 
should be appraised and the basis in the 
hands of the corporation subtracted from 
the fair market value. The difference is the 
unrealized taxable income. If the fair mar- 
ket value in excess of basis is $100,000 or 
less in the example given, the corporation 
is not collapsible.” 


Presumption in Certain Cases 


Section 341l(c) is entirely new with the 
1954 Code. It provides that if the fair mar 
ket value of the Section 341 assets at the 
time of the sale, exchange or distribution 
is (1) 50 per cent or more of the fair 
market value of its total assets and (2) 120 
per cent or more of the adjusted basis of 
such Section 341 assets, then the corpora- 
tion, “unless shown to the contrary,” shall 
“be deemed to be a collapsible corporation.” 
The section continues with: “Absence of 
the conditions described in subparagraphs 
(A) and (B) shall not give rise to a pre- 
sumption that the corporation was not a 
collapsible corporation.” 


Finally, the subsection provides that in 
determining the fair market value of the 
total assets, the following are to be ex- 
cluded: (1) cash, (2) obligations which are 
capital assets in the hands of the corpora- 
tion, (3) certain governmental obligations 
described in Section 1221(5) and (4) stock 


in any other corporation. 


‘ 
The most obvious comment to make about 


this presumption is: What does it accom- 
plish? The Commissioner’s determination 
is presumed to be correct and, therefore, 
from at least the time of issuance of the 


90-day letter, the taxpayer has the burden 
of proof.™ It seems plain that the burden 
thrown upon the taxpayer by this section 
where applicable, “unless shown to the con- 
trary,” is not a different burden of proof 
than is the normal one in the face of an 
adverse determination by the Commissioner.” 


It probably must be concluded on a purely 
logical basis that the section is surplusage. 
That is not to say, however, that it will not 
perhaps have some practical significance. 
The solution of tax problems is not always 
based on logic, indeed, if it ever is. The 
structure of the regulations indicates the 
Treasury’s fear that the collapsible cor- 
poration statute might be relegated to the 
same state of impotency as Section 129 of 
the 1939 Code™ because it is arguable, as 
noted above, that the word “principally” 
modifies “formed or availed of,” thereby re- 
quiring the existence of a principal tax 
avoidance objective to make the section 
applicable. It has already been indicated 
that basically the regulations take an al- 
most completely objective approach to this 
subjective statute. Nevertheless, it is ap- 
parent that the Treasury Department was 
still apprehensive. Since other sections of 
the Code involving subjective standards, 
where the Commissioner has had a degree 
of success, contained presumptions of ap- 
plicability,” it was probably thought that 
such a presumption would strengthen the 
Department’s position if this statute should 
come under attack, as it certainly will, in 
the courts. 


Where the facts of a particular taxpayer's 
position bring into operation the statutory 
presumption, perhaps a court will give more 
effect to the specific presumption than it 
would to the general one, because Congress 
has in effect said that this particular factual 
situation deserves special scrutiny. 


Perhaps the principal use of the presump- 
tion will be found in the prelitigation admin- 
istrative stages. This section, it may be 
predicted, will be treated as a clear direc- 
tive to an agent, where facts are present 
bringing into play the mathematical formula, 
to propose the deficiency unless the taxpayer 
can plainly show that the requisite purpose 
did not exist. 


Before the presumption is applicable, 50 
per cent or more of the fair market value 





8? It should be noted that, unlike the situa- 
tion involving application of the 70 per cent 
limitation, the retention of earnings is imma- 
terial to this determination. 

8% See Mertens, Law of Federal Income Taxa- 
tion (1943), Sec. 50.61. 
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*® Mertens, work cited at footnote 88, at Sec. 
50 61. 

™ 1954 Code Sec. 269. 

" For example, 1954 Code Secs. 357, 533, 1551 
and 2035. 
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of a corporation’s total assets must be Sec 
tion 341 assets.” This does not mean that 
only purchased assets are to be considered. 


Although the definition of purchased assets” 


in Section 341(b) is in terms of subpara- 
graph (3), “Section 341 assets,” the pre- 
sumption section does not incorporate the 
concept of Section 341 assets as limited to 
purchased assets, Curiously, however, the 
effect of stating the presumption facts in 
terms of “Section 341 assets” is to exclude 
manufactured, constructed or produced as- 
sets held more than three years, although 
for all other purposes they are assets of a 
type which, present the other circumstances 
of the definition, remain collapsible assets 
until substantial realization has occurred, 
no matter how long that may take.” 


In short, the requirement of Section 341 
(c) (3) (A) is that the fair market value of the 
“Section 341 assets” as a whole, whether 
purchased, manufactured, constructed or 
produced, and less than three years old be 
50 per cent or more of the fair market value 
of the total assets.“ The second part of the 
presumption formula requires that the Sec- 
tion 341 assets be 120 per cent or more of 
the adjusted basis of those assets. This is 
curious because, for whatever value the pre- 
sumption was thought to have, the provision 
leaves out of its coverage many corporations 
where the nature of the product they pro- 
duce is such that the profit compared with 
the adjusted basis is relatively smali. For 
example, assume that a corporation de- 
velops a tract and builds 500 houses. The 
land and houses upon completion have a 
cost basis to the corporation of $13,000 each. 
The fair market value of each house and 
lot is $15,000. There are no other assets. 
The houses constitute a type of asset listed 
in subparagraph (3), “Section 341 assets,” 
specifically those covered by Section 341(b) 
(3)(B), “property held by the corporation 
primarily for sale to customers in the ordi- 
nary course of trade or business.” Since 
they are the only assets of the corporation, 
they clearly constitute 50 per cent or more 
of the fair market value of its total assets. 
But since the fair market value of the houses 
is $15,000 and the adjusted basis is $13,000, 
the fair market value is approximately 115 
per cent of the adjusted basis. In this situ- 
ation, therefore, the presumption does not 


~ 


apply—notwithstanding that these facts il- 
lustrate one of the two chief forms of tax 
avoidance achieved through the collapsible 
corporation and which historically led to the 
legislation. 

Another and more detailed illustration of 
the presumption provisions will be found 
in the regulations. 


FOREIGN CORPORATIONS AND 
NONRESIDENT ALIEN SHAREHOLDERS 


A problem which sorely tests the theory 
underlying Section 341 is what to do about 
stock of foreign corporations which is held 
by those subject to United States tax. If 
the purpose of Section 341 is to compel 
realization of tax at corporate rates, and 
that is its purpose, it can be argued™ that 
the United States ought not to deny capital 
gain to shareholders in an attempt to com- 
pel a corporation to create income that can 
only be taxed by a foreign government. But 
the answer to such a contention is that if 
gain attributable to stock of a foreign cor- 
poration is to be freed from the severe re- 
striction of Section 341, there will be an 
additional incentive of large proportions for 
everyone to utilize foreign corporations to 
the full extent possible—with the resulting 
additional loss of revenue to the Treasury 
of perhaps significant proportions. 


If, then, it be accepted that stock of for- 
eign corporations in theory should be sub- 
jected to the Section 341 treatment to 
prevent discrimination in favor of foreign 
corporations, the next inquiry is whether 
Section 341 accomplishes this result. A 
literal reading of the statute compels the 
conclusion that it does. 


It will be recalled that, assuming the re- 
quisite intent and kind of property, a col- 
lapsible corporation is one which has not 
realized a substantial portion of the taxable 
income to be derived from the property and 
the realization by the shareholders of that 
gain. It would seem that “taxable income” 
means United States taxable income. The 
definition of the term in Section 63 is that 
“for purposes of this subtitle” taxable in- 
come “means gross income, minus the de 
ductions allowed by this chapter.” The 
subtitle is Subtitle A, which includes cor- 





* “Section 341 assets’’ means, of course, not 
all property which may constitute collapsible 
assets but only that described in 1954 Code Sec. 
341(b) (3). 

* The limitation in 1954 Code Sec. 341(d) (3) 
should not be confused with the precedent 
determination of whether the corporation is 
collapsible 
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% This computation is unlike that made in 


connection with substantial part, discussed 
above, and the 70 per cent limitation, discussed 
below. 

*% See DeWind and Anthoine, article cited at 
footnote 3, at p. 493 





porate income taxes. It would, therefore, 
appear that a foreign corporation by defini- 
tion has realized no “taxable income” and 
would always be collapsible, assuming the 
requisite intent, except for the passage of 
three years as to purchased assets.” Of 
course, the limitations in Section 341(d), 
particularly Section 341(d)(1) and (3) and 
in some cases (2), will give the sharehold- 
ers of foreign corporations capital gain in 
many situations. 

But apparently the Service, at least for 
the moment, does not intend to read this 
provision literally. In Rev. Rul. 56-104" it 
was held that a corporation, the capital 
stock of which is owned by a United States 
citizen, which is organized and operated in 
a foreign country and realized substantially 
all of the income to be derived from its 
property prior to liquidation or sale of its 
stock is not a collapsible corporation. 


It will be noted at once that the ruling 
speaks of “substantially all.” This can be 
explained because the particular facts before 
the Service in that ruling were that substan- 
tially all had been realized. But in view of 
(1) the lack of express statutory authority 
for any relief in this situation and (2) the 
new uncertainty in the Service as to what 
meaning, if any, to attribute to “substantial” 
at the ruling level in connection with a do- 
mestic corporation, it is unlikely that rul- 
ings will be available on this point short of 
realization of “substantially all.” What is 
needed here by way of administrative clari- 
fication is that foreign corporations have the 
same status as domestic corporations so far 
as the quantum of realized income required. 

This, then, is yet another example of 
either poor draftsmanship or failure to an- 
ticipate fundamental issues. 


Comment has already been made™ that 
the status of a nonresident alien in connec- 





* On the other hand, it might be argued that 
Sec. 341, by definition, does not apply to foreign 


corporations. The basis of this argument is 
that there is no ‘‘taxable income,’’ within the 
meaning of that term, to be derived by a for- 
eign corporation, and Sec. 341 applies only 
where there is a sale of stock, distribution of 
property, etc., prior to the realization ‘‘of a 
substantial part of the taxable income to be 
derived from such property.’’ (Italics supplied.) 

“T. R. B. 1956-12, 9. 

* DeWind and Anthoine, article cited at foot- 
note 3, at p. 493. 

* The rule under 1989 Code Sec. 117(m) was 
10 per cent. 

1 Sec. 341(d)(1). 

That subsection provides that stock owned 
directly or indirectly by or for a corporation, 
partnership, estate or trust shall be considered 
as owned proportionately by its shareholders, 
partners or beneficiaries. 
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tion with stock of a domestic collapsible 
corporation may, on occasion, place the 
Commissioner on the noncollapsible side of 
the argument. This is so because ordinary 
income under Section 341 would presum- 
ably escape tax since not fixed or deter- 
minable income or periodical income under 
Section 871(a), but capital gain would be 
taxable at 30 per cent if the nonresident 
alien were present in the United States, as 
provided in Section 871(a)(2). 


LIMITATIONS ON APPLICATION 
OF SECTION 341 


Subsection (d) provides three limitations 
on the application of Section 341. These 
limitations probably present the most effec- 
tive escape provisions from the impact of 
the section. 


Five Per Cent Ownership Rule 


By virtue of subsection (d)(1), Section 
341 will have no application to the gain of a 
shareholder owning 5 per cent or less in 
value of the outstanding stock of the cor- 
poration.” In addition to stock that a share- 
holder actually owns, the determination of 
his percentage ownership includes that which 
he is “considered as owning.” *” The rules 
of constructive stock ownership are deter- 
mined under the personal holding company 
constructive ownership rules contained in 
Section 544(a)(1),™ (2), (3),™ (5)™ and 
(6), except that in addition to brothers, sis- 
ters, spouses, ancestors and lineal descendants, 
Section 341(d) also includes spouses of the 
individual’s brothers and sisters, and spouses 
of the individual’s lineal descendants. Finally, 
fathers-in-law, and brothers and sisters of 
a spouse, while not named as such, are ap- 
parently included by the oblique phraseol- 


ogy of Section 341(d)(1)(B)." 


1% This subsection provides in part that an 
individual shall be considered as owning the 
stock owned by or for his famiy, and for this 
purpose the family includes his brothers and 
sisters, spouse, ancestors and lineal descendants. 

8 A person having an option to acquire such 
stock will be considered as owning the stock. 

%% This subsection provides that constructive 
ownership by reason of subparagraphs (1) or 
(3) shall be considered, for the purposes of ap- 
plying (1) or (2), as actual ownership; but 
stock constructively owned by an _ individual 
because of subparagraph (2) shall not be 
treated as owned by him for purposes of again 
applying subparagraph (2) to make another the 
constructive owner. 

If stock is considered as owned by an in- 
dividual under either (2) or (3), it shall be 
considered as owned by him under (3). 

16 See MacLean, article cited at footnote 3, 
at pp. 77-78. 
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This limitation, as well as the other two 
to be discussed shortly, applies without re- 
gard to intention (be it subjectively or ob- 
jectively determined). The shareholders 
owning 5 per cent or less each (and unre- 
lated to each other), even if in control and 
even if they have a clearly demonstrable 
collapsible intention for the corporation, will 
nevertheless get capital gain, whereas other 
shareholders owning more than 5 per cent 
who had no intention at all relevant under 
Section. 341 will get ordinary income.™ 


Seventy Per Cent Rule 


Section 341(d)(2) provides simply that 
Section 341 will not apply “to the gain rec- 
ognized during a taxable year, unless more 
than 70 percent of such gain is attributable 
to the property so manufactured, constructed, 
produced, or purchased.” 


The regulations make clear that this lim- 
itation is not one which permits a taxpayer 
to prorate his gain between ordinary income 
and capital gain.” If more than 70 per cent 
of the gain is attributable to collapsible as- 
sets, all of the gain of the shareholders is 
ordinary income. On the other hand, if 70 
per cent or less is attributable to coilapsible 
assets, all of the gain is capital gain.” 


The regulations further state that the 
gain attributable to the property “is the 
excess of the recognized gain of the share- 
holder during the taxable year upon his 
stock in the collapsible corporation over the 
recognized gain which the shareholder would 
have if the property had not been manufac- 
tured, constructed, produced, or purchased.” * 
In the case of gain on a distribution in par- 
tial liquidation or a distribution described in 
Section 301(c)(3)(A), the gain attributable 
to the property shall not be less than an 
amount which bears the same ratio to the 
gain on such distribution as the gain which 
would be attributable to the property if 
there had been a complete liquidation at the 


time of such distribution bears to the total 
gain which would have resulted from such 
complete liquidation.™ 


The excess of the recognized gain to the 
shareholder over the recognized gain “which 
the taxpayer would have, had the property 
not been manufactured,” etc., obviously 
means that, first, one must compute the en- 
tire gain and then the gain as if there had 
been no collapsible assets manufactured; 
and, second, if the difference between the 
two computations of gain is 70 per cent or 
less of the first computation, the statute is 
not applicable to the shareholder’s gain. 


Fortunately the regulations as finally 
adopted include an illustration of the opera- 
tion of the 70 per cent rule which had not 
been included in the proposed regulations. 


The illustration states that on January 2, 
1954, A formed the Z Corporation, to which 
he contributed $1 million in exchange for all 
the stock. Z invested $400,000 in one proj- 
ect for the purpose of building and selling 
residential houses. As of December 31, 


1954, the houses had all been sold at a net 
after-tax profit of $100,000. Simultane- 
ously with development of the first project, 
Z invested $600,000 in land “for the purpose 
of” subdivision and sale of lots and distribu- 
tion of the lots in liquidation before the 
realization by Z of a substantial part of the 
taxable income to be realized from such 


lots. As of December 31, 1954, Z had de- 


rived $60,000 in after-tax profits from sale 
of some of the lots. On January 2, 1955, Z 
made a distribution in complete liquidation 
to A of $560,000 in cash and notes and lots 
having a fair market value of $940,000. The 
total gain to A is, therefore, $500,000. The 
gain which A would have received had the sec- 
ond project not been undertaken would 
have been $100,000. The gain attributable 
to the second project is $400,000, It is con- 
cluded, therefore, that since the latter gain 
is more than 70 per cent of the entire gain, 
the entire gain is subject to Section 341(a). 





7 Although the likelihood of this has been 
markedly decreased by the reduction of the 
percentage from 10 per cent to 5 per cent in the 
1954 Code, the possibility of this result happen- 
ing is still great enough to indicate that the 
statutory approach to the collapsible corpora- 
tion loophole is—along with many other vices— 
discriminatory and for that reason alone should 
be amended. 

%8 To do so would perhaps make more sense 
than the limitation. Because the purpose of the 
statute is to prevent avoidance of tax at the 
corporate level, there appears to be no good 
reason why the gain to a shareholder attributa- 
ble to noncollapsible assets should not have the 
same treatment were the assets not part of a 
collapsible corporation. But one who approaches 
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an understanding of this statute from the 
point of view of reason will at the outset be at 


a disadvantage. This is nowhere better illus- 
trated than in the discussion in the text below 
to the effect that the 70 per cent limitation will 
often be available to shareholders of corpora- 
tions that consistently refrain from declaring 
dividends out of earnings; whereas shareholders 
of a corporation that does declare dividends 
consistently will just as often not be able to 
take advantage of the 70 per cent limitation. 

® Regs. Sec. 1.341-4(c) (2). 

"° Regs. Sec. 1.341-4(c) (2). 

™ Regs. Sec. 1.341-4(c) (2). 

“2 Although the example does not so state, it 
must be assumed that Z distributed no divi- 
dends. 
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It is apparent, then, that operation of the 
70 per cent limitation is as follows: 


(1) Determine the gain to the shareholder 
in the same manner as if there were no 
collapsible corporation involved, that is, 
determine the fair market value of the 
shareholder’s pro-rata share of the assets 
of the corporation as of the date of the liqui- 
dation or sale or exchange and deduct the 
adjusted basis of the stock. The difference 
is, of course, the shareholder’s gain. 


(2) Compute the shareholder’s pro-rata 
share of the assets of the corporation but 
disregard the appreciation in value of the 
collapsible assets. The basis of the collapsi- 
ble assets should be included for the pur- 
pose of this computation, but it should be 
assumed that the bases are not themselves 
collapsible assets. The result of this com- 
putation after deduction of a shareholder's 
basis in his stock is his pro-rata gain from 
noncollapsible assets. The result obtained 
from subtracting the second computation 
from the first computation is the gain at- 
tributable to the collapsible property; and if 
this amount is 70 per cent or less of the 
gain on the first computation, the share- 
holder is within the 70 per cent limitation 
and all of his gain is capital gain. If the 
difference, however, is more than 70 per 
cent, he is not within the limitation and all 
of his gain is ordinary income. 

Assuming the ability to determine ac- 
curately the values involved, the computa- 
tion is a relatively simple matter, but 
determining what is the collapsible and what 
is the noncollapsible property is a bit more 
complicated, even assuming that there is 
agreement on what constitutes “substantial 
realization.” Under the present state of 
uncertainty, therefore, it is apparent that 
applicability of the 70 per cent limitation to 
a particular situation will be largely a 
matter of conjecture. Assuming once again, 
however, for purposes of illustration, that 
50 per cent constitutes a substantial realiza- 


tion, it is necessary first to determine which 
assets are collapsible and which are not. 
Under Service practice prior to the contro- 
versy on “substantial realization” (and we 
will assume for these purposes that that 
practice has not changed), collapsible assets 
are those of the kind which by definition 
are of the type subject to Section 341 and 
from which the corporation has not realized 
50 per cent or more of the taxable income. 
Once a property—be it a motion picture, a 
tract of houses or purchased inventory—has 
given rise to the realization by the corpora- 


tion of 50 per cent of the income to be 
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obtained from that asset, it may be placed 
in the noncollapsible category for the pur- 
poses of the 70 per cent limitation. 


A second peculiarity of the Treasury 
Department’s administrative practice with 
respect to this rule is that the surplus at- 
tributable to an asset which remains col- 
lapsible itself must be put on the collapsible 
side of the equation. Conversely, however, 
surplus attributable to a formerly collapsible 
asset will be placed on the noncollapsible 
side of the equation. 


It follows that the dividend record of the 
corporation may have much to do with 
whether a shareholder gets the advantage 
of the 70 per cent limitation. If a corpora- 
tion has distributed all or a part of its sur- 
plus in dividends, the surplus to that extent 
will not be available on the noncollapsible 
side of the equation and may make the 
difference between the availability or non- 
availability of the 70 per cent limitation. 


For example, a corporation produces two 
motion pictures. The first picture has earned 
$1 million and has no residual value. The 
earnings from the picture after corporate 
taxes of approximately $500,000 has been 
distributed in dividends, A second picture 
has just been completed. It has a fair mar- 
ket value of $500,000 in excess of basis. The 
70 per cent limitation is not applicable be- 
cause all of the gain to the shareholder at 
this point would be attributable to the cor- 
poration’s only asset, the unreleased mo- 
tion picture. On the other hand, had the 
earnings from the first picture been retained 
in the form of surplus, only 50 per cent of 
the shareholder’s gain would be attributable 
to the collapsible asset, the 70 per cent 
limitation would be applicable and all of the 
shareholder’s gain would be a capital gain. 
Accordingly, a corporate purpose in accord 
with the Code philosophy that surplus earn- 


ings be distributed as dividends will result 
not only in the extra taxes inherent in such 


distributions but in the further penaity, in 
cases of this nature, of the applicability of 
Section 341. The Treasury Department’s 
valiant effort to evolve precise rules as to 
the applicability of Section 341 has resulted 
in this and similar absurdities. There is no 
reconciling of Section 341 in terms of the 
original Congressional purpose in enacting 
the section. The necessity, then, for the 
understanding of these administrative inter- 
pretations cannot be overstressed. 

Even if one were to agree with the policy 
determination which allocates to the col- 
lapsible side of the equation all of the 
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retained earnings attributable to still col- 
lapsible assets and to the noncollapsible 
side all retained earnings attributable to 
noncollapsible assets, there remains the 
monumental task of segregating the to- 
tality of retained earnings and attributing 
each dollar to its proper source. Obvi- 
ously, in many cases this will be an im- 
possibility. Should the first-in, first-out 
rule be applicable? Suppose a corporation 
has realized income from both types of 
assets and wishes to make a dividend dis- 
tribution. Can it by resolution declare that 
the dividend shall be payable out of earn- 
ings attributable to collapsible assets? 


Additional Illustrations 
of 70 Per Cent Limitation 


Assume that a corporation has produced 
a motion picture and realized $1 million in 
taxable income. It retains this $1 million 
after paying applicable corporate taxes, It 
then produces a second motion picture, 
unrelated by subject matter or otherwise 
to the first one, and trom this picture it 
has realized to date $100,000 in taxable 
income. The picture has a fair market 
value of $200,000 in excess of basis. On 
these facts, assuming as we do throughout 
that there is inability to show that the 
corporation was not availed of “with a view 
to” collapsing, the corporation is a _ col- 
lapsible one because there has not been 
substantial realization as to the second pic- 
ture. On these same facts, however, the 
70 per cent limitation is applicable because 
the retained surplus from the first picture, 
which is no longer a collapsible asset, is, 
after taxes, approximately $500,000 at cur- 
rent rates. The $100,000 earnings from the 
second picture, which it miy be assumed 
becomes $50,000 after taxes, is still'a col- 
lapsible asset, as is the $200,000 of fair 
market value of the second picture in ex- 
cess of basis. The total gain on this set 
of facts, assuming zero basis for the stock, 


is $750,000. The gain attributable to the 
noncollapsible assets is $500,000. The dif- 
ference, or $250,000, is the gain attributable 
to the collapsible assets, and since this is 
but 334% per cent of the total gain, less 
than 70 per cent is attributable to the col- 
lapsible assets and the 70 per cent limi- 
tation is applicable. 

Assuming the same facts except that the 
surplus is distributed as earned, the sub- 


stantial realization test would not serve to 
immunize the shareholder from Section 341, 


118 CCH Dec, 21,576, 25 TC —, No. 121 (1956). 
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nor would the 70 per cent limitation be 
applicable. 


The practical operation of the unit rule 
in connection with the 70 per cent limi- 


tation can be seen in the following ex- 
ample: A corporation builds a tract with 
1,000 units. Each unit is of equal value. 
It sells 650 of the houses. At that point it 
is not a collapsible corporation because it 
has realized 50 per cent or more of the 
taxable income to be realized. There is, 
therefore, no need to consider the 70 per 
cent limitation. Assume, however, the same 
number of houses with the same value, 
except that three unrelated tracts are in- 
volved. The sale of all the houses in one 
tract of 500 houses and none or few of the 
houses in the other two tracts of 250 each 
results in a collapsible corporation as far 
as the substantial realization test—notwith- 
standing that the same or greater taxable 
income has been realized. 


The 70 per cent limitation is the next 
possibility. If the 500 houses in the tract 
that were sold resulted in taxable income 
to the corporation of $500,000, of which 
$250,000 remained after taxes, and if the 
two remaining unsold tracts have a com- 
bined appreciated value of $500,000, the 
shareholders can rely on the 70 per cent 
limitation because, of the total gain of 
$750,000 (assuming a zero basis in their 
stock), 66%4 per cent is attributable to the 
two tracts which constitute the collapsible 
assets. This, of course, is less than 70 per 
cent of the total gain on dissolution. 


Impact of Weaver Decision 


The recent Tax Court decision in W. H. 
Weaver™ may have substantial repercus- 
sions with respect to computation of the 
70 per cent limitation as well as the sub- 
stantial realization test itself. In this case 
the Commissioner, by amended answer in 
the Tax Court, for the first time raised the 
question of the applicability of Section 117(m) 


to the redemptions and sales of stock of 
corporations organized to construct houses. 


For this reason the burden of proof was his. 


The taxpayer argued that there was no 
proof of the origin of the gain and sug- 
gested that it may have been due to over- 
appraisal, inclusion or increase in value of 
nonconstruction items, or activities prior or 
subsequent to construction, such as rezon- 
ing or full occupancy. The Commissioner 
had taken the position of the regulations 
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that all that was necessary was to show 
that without such construction (and off- 
site improvements) the value of the land 
would never have increased to the extent 
that it did. This, the court felt, was an 
implicit admission that some of the gain 
was not attributable directly to the con- 
struction itself (the “penalized source’), 
thus indicating that it will construe this 
requirement very narrowly. If this in fact 
becomes the court’s position, it will enable 
taxpayers in many cases to avoid Section 
341 through the 70 per cent limitation by 
showing that 30 per cent or more of the 
realized gain was attributable to noncol- 
lapsible assets and appreciation in values 
due to inflation or numerous other factors 
not directly connected with the production 
or construction of property. It is true that 
in the usual case the taxpayer will have the 
burden of proof on this point; however, 
in many cases he may be able to meet it. 
Certainly he is in a better position than he 
would be under the view of the regulations 
that all gain with respect to collapsible 
assets is to be considered as attributable 
to such property, regardless of the fact that 
some of the appreciation in value may have 
been due to extrinsic factors.™ 


It would appear that such an interpre- 
tation actually does violence to the wording 
of the statute. The 70 per cent limitation, it 
will be recalled, states that Section 341 will 
not be applicable to the gain “unless more 
than 70 percent of such gain is attributable 
to the property so manufactured, constructed, 
produced, or purchased.” (Italics supplied.) 
Thus, whereas the statute looks only to the 
gain attributable to the property so con- 
structed (with the requisite view), the Tax 
Court seems to be placing the emphasis on 
the constuction or production itself. 

In this connection, it should be stated 
that if the court adopts this narrow po- 
sition with respect to the 70 per cent limi- 
tation, consistency would dictate that it 
adopt the same view in its consideration 
of the “substantial realization” test. The 
statute, it will be recalled, defines a col- 
lapsible corporation as one availed of for 
the production of property with a view to 
a sale of stock, etc., before realization of a 
substantial part of the taxable income to 
be derived from such property and the 
realization by the shareholders of gain 


attributable to such property. Although 
admittedly the language is not exactly the 


114 See, also, Thomas Wilson, CCH Dec. 21,575, 
25 TC —, No. 120 (1956), decided the same day 
as the Weaver case, to the same general effect. 
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same, it is clear that in both cases Con- 
gress intended to refer to gain attributable 
to the property so constructed (that is, 
with the requisite view). This interpre- 
tation by the courts may enable many tax- 
payers to avoid Section 341 by showing that 
although the corporation has not received 
a substantial part of the taxable income to 
be derived from “such property,” it has 
realized a substantial part of the taxable 
income to be derived as a direct result of 
the construction or purchase of the property. 


Consider, also, the effect of this view 
upon the statement in Section 1.341-4(c) (3) 
of the regulations that “where... a corpo- 
ration owns a tract of land and the develop- 
ment of one-half of the tract increases the 
value of the other half, the gain attributable 
to the developed half of the tract includes 
the increase in the value of the other half.” 
Clearly such a narrow construction as indi- 
cated in the Weaver case would be directly 
opposed to the above principle of the regu- 
lations. 


Distribution in Liquidation Extending 
Over More Than One Year 


Care must be observed in liquidating a 
corporation over more than one taxable 
year (of the shareholders) that the benefit 
of the 70 per cent limitation is not lost. 
Section 341(d)(2) is stated in terms of “the 
gain recognized during a taxable year.” If 
the gain is divided between two or more 
years, more than 70 per cent in a particular 
year may be attributable to collapsible 
assets; while if the distribution in liqui- 
dation takes place in one year, less than 
70 per cent would be attributable to the 
collapsible assets. For example, assume as 
the first step in complete liquidation that 
all assets of the corporation except one 
tract, on which there had been no reali- 
zation, are distributed in 1955. These as- 
ets are all noncollapsible and constitute 50 
per cent of the ultimate total gain. The 
gain from the 1955 distribution is appar- 
ently within the 70 per cent limitation since 
100 per cent of that gain is attributable to 
noncollapsible assets. In 1956, the com- 
pleted tract on which there has been no 
realization is distributed. Due to the lack 
of any realization, 100 per cent of the gain 
is attributable to collapsible assets, and the 
shareholders are taxed at ordinary rates on 
the gain. If all of the assets had been 
distributed in one year, only 50 per cent 
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of the gain in that year would have been 
attributable to collapsible assets and the 
entire gain would be capital gain. 


Plan of Avoidance Based 
on 70 Per Cent Limitation 


A suggested scheme to avoid Section 341 
under this limitation is to contribute to 
the corporation low-basis “noncollapsible” 
property just prior to liquidation, so that 
the gain attributable to the contributed 
property, together with what other non- 
collapsible assets the corporation had, will 
equal 30 per cent or more of the total gain 
on sale or liquidation. This is rather trans- 
parent and probably would not succeed. 
A more sophisticated variation would be 
to contribute such property at the time of 
incorporation, or at least well in advance 
of the time of “collapse.” This variation 
would stand a better chance of success, 
especially if the property had a definite 
relation to the over-all business of the 
corporation. The contributed property, of 
course, would have to be in the noncol- 
lapsible category, such as stock, securities, 
raw land or property purchased by the 
contributor more than three years before 
“collapse” takes place. 


Three-Year Limitation 


The third limitation of Section 341(d) 
exempts, from operation of the statute, gains 
realized “after the expiration of 3 years 
following the completion of such..manufac- 
ture, construction, production, or purchase.” 
This is clearly susceptible of the interpre- 
tation that three years must have elapsed 
since the completion of production or pur- 
chase of all property in order to escape 
taxation at ordinary rates, and the com- 
mittee reports seem to support this inter- 
pretation.” The regulations make it plain, 
however, that this is the one situation 
under Section 341 where the ordinary and 
capital gain is prorated.“* Clearly, no tax- 
payer will quarrel with this interpretation. 
As a result, however, the same problem of 
allocation arises as in the 70 per cent limi- 
tation, which, presumably, will be required 
to be computed in a similar manner. Note 
that such property is still considered col- 
lapsible for purposes of the 70 per cent 
limitation. Thus, suppose that X Corpo- 
ration has one motion picture two years 





"5H, Rept. 2319, 8lst Cong., 2d Sess., 1950-2 


CB 451. 

116 Regs. Sec. 1.341-4(d). 

7 Admittedly, the figures used in the illus- 
tration are not likely to be present in the 
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old as to which there has been a 90 per 
cent realization (which was dividended out 
after taxes) and one as to which there has 
been very little realization, yet four years 
have elapsed since its production. X Cor- 
poration is clearly a collapsible one under 
the unit rule, and presumably the 70 per 
cent limitation will not apply. Yet all of 
the gain realized by X’s shareholders on 
sale of their stock or on a distribution, 
which gain is attributable to the four-year- 
old picture, will be treated as capital gain, 
while the much smaller amount attributable 
to the two-year-old picture will be ordi- 
nary income. Suppose, in addition to these 
two pictures, that X Corporation has a 
third picture, which was produced only one 
year ago and as to which there has been 
a 30 per cent realization. Once again, the 
corporation is clearly a collapsible one 
under the unit rule. The next question is 
whether Section 341 is avoided through 
operation of the 70 per cent limitation. In 
determining this, it is necessary to include 
as collapsible assets only the one-year-old 
picture and the four-year-old one (since 
there has been no substantial realization as 
to these pictures) and any retained earn- 
ings attributable to them. Most likely, the 
70 per cent limitation would not apply since 
the only part of the gain attributable to 
noncollapsible assets would be that repre- 
sented by the 10 per cent yet to be realized 
on the two-year-old picture. In determin- 
ing the taxability of the gain, however, that 
part of the gain attributable to the 10 per 
cent yet to be realized on the two-year-old 
picture and all the gain attributable to the 
one-year-old picture would be taxed at ordi- 
nary rates; while the gain attributable to 
the four-year-old picture would be taxed 
at capital gain rates.” 


RELATIONSHIP OF SECTION 341 
TO OTHER CODE SECTIONS 
The relationship of Section 341 to Sec- 
tions 312(b), 312(j), 301(c)(3)(A), 302 and 
346 has already been mentioned.™ 


Section 333 of the Code, concerning the 
one-month liquidation, has been expressly 
made inapplicable to collapsible corpora- 
tions,” thus closing an important loophole. 
In the section’s predecessor under the 1939 
Code,™ there was no such limitation; there- 
fore, on a liquidating distribution no gain 





normal situation, but they serve the purpose of 


illustration. 
48 See footnote 33 and relevant text. 
119 1954 Code Sec. 333(a). 
20 Sec. 112(b) (7). 





would be recognized to qualified electing 
shareholders. Accordingly, Section 117(m) 
of the 1939 Code was not applicable because 
it (like the present Section 341) converted 
to ordinary income the gain that would 
otherwise be treated as capital gain. Since 
no gain at all was recognized on such a 
distribution, there was nothing for Section 
117(m) to convert into ordinary income. 
The Treasury Department at first disa- 
greed with this result, but later issued 
letter rulings and finally published a ruling 
that implied that Section 117(m) could thus 
be avoided.™ 


In making Section 333 inapplicable to 
“a collapsible corporation to which Section 
341(a) applies,” Congress has possibly per- 
mitted Section 333 to be applied if the limi- 
tations in Section 341(d) are applicable to 
exempt the gain from the ordinary rates 
under Section 34l1(a). This could not have 
been intended because, as already noted, 
Section 341(d)(1) and (3) can result in all 
capital gain to one shareholder or some to 
all even though the amount is very small.” 
This result must be attributed to faulty 
draftsmanship, particularly when compared 
with the solution of the similar problem in 
Section 337, which is discussed next. The 
contrary interpretation is almost as plausi- 
ble and will probably prevail. 


Use of Section 337 


Section 337, dealing with gain or loss on 
sales by corporations during a 12-month 


liquidation, is also made inapplicable to 
collapsible corporations.™ Here the lan- 
guage employed, as contrasted with Section 
333, is that Section 337 does not apply to 
“a collapsible corporation (as defined in 
section 341(b)).” Thus, even if 341(d) is 
applicable to immunize the gain either in 
whole or in part from tax at ordinary rates 
under 341(a), the corporation often will 
nevertheless be collapsible under the defi- 
nition in Section 341(b). Accordingly, Sec- 
tion 337 cannot be used even where the 
corporation could be liquidated or the stock 
sold at capital gain rates. Some commen- 
tators have suggested that notwithstanding 
intended inapplicability of Section 337 to 
collapsible corporations, that section may 
nevertheless provide almost complete emas- 
culation of Section 341. The reasoning is 
that the gain pursuant to Section 337 is 


“realized” even though not “recognized,” 


121 Rey, Rul. 56-160, I. R. B. 1956-16, 20. 

12 For instance, to a 5 per cent stockholder 
((a)(1)) or to all stuckholders as to one asset 
held more than three years ((d)(3)), even 
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and Section 341 is inapplicable if substantial 
gain has been “realized.” Thus, once there 
has been a realization, the corporation is 
not collapsible; and since Section 337 does 
not recognize the gain, there would be 
nothing on which Section 341 could oper- 
ate. It seems apparent, however, in view 
of the Congressional purpose in making 
Section 337 expressly inapplicable to col- 
lapsible corporations, that the courts will 
interpret the two sections so as to give 
effect to that purpose. In any event the 
contrary interpretation is so strained as to 
make its adoption most remote. Moreover, 
the regulations under Section 337 state that 
the section is not applicable to the sale or 
exchange of property whenever distribution 
of such property in partial or complete 
liquidation would have resulted in taxation 
of the gain in the manner provided in Sec- 
tion 341(a), but for the application of Sec- 
tion 341(d). (Regulations Section 1.337-1.) 
This provision of the regulations, clearly in 
accord with the Congressional purpose, is 
almost certain to prevail over the contrary 
view based on a play on the word “reali- 
zation.” 


Section 337 is, nevertheless, useful in 
border-line collapsible cases as a “hedge” 
against the harsh provisions of Section 341. 
Assume, for example, that a corporation 
has engaged in the development of a large 
piece of property including tract houses, 
shopping center, commercial land, apart- 
ments and the like, as to which it has 
realized 50 per cent of the net income to 
be derived from the entire project, accord- 
ing to the taxpayer’s valuation of the 
remaining assets. Assuming that the valu- 
ation is correct and that 50 per cent still 
constitutes substantial realization, there is 
no problem since the corporation is not a 
collapsible. Valuations, however, are made 
at the taxpayer’s own risk, and those of the 
kind described here are difficult to make. 
In such a situation it would appear wise to 
have the corporation adopt a plan of liqui- 
dation under Section 337 and sell enough of 
its assets that are not inventory or property 
held primarily for sale to customers so that 
even if its valuation is incorrect there will 
still be “substantial” realization. If it is 
later urged that the corporation is collapsi- 
ble, the gain from the Section 337 sales 
will be recognized, with the result that the 


corporation is not collapsible because of 


though the gain attributable to that asset may 


be relatively small. 
183 Sec. 337(c) (1) (A). 
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substantial realization. If the original valu- 
ation is correct, then the corporation is not 
collapsible and, therefore, will not have lost 
anything since its Section 337 sales will not 


be recognized and no corporate tax will be 
required. 


In applying this section, it should be 
made certain that the property sold by the 
corporation is property covered by Section 
337. That section does not include stock in 
trade, property held primarily for sale to 
customers in the ordinary course of trade 
or business (unless sold to one person in 
one transaction), or installment obligations. 


Of course, this use of Section 337 cannot 
be made where reliance must be had on the 
limitation in Section 341(d) for the reasons 
already noted. This brings the Court Hold- 
ing Company principle into prominence. This 
troublesome problem, however, seems to have 
been considerably lessened by the regula- 
tions under Section 337, which state: “The 
date on which a sale occurs depends pri- 
marily upon the intent of the parties to be 
gathered from the terms of the contract and 
the surrounding circumstances. In ascer- 
taining whether a sale or exchange occurs 
on or after the date on which the plan of 
complete liquidation is adopted, the fact 
that negotiations for sale may have been 
commenced, either by the corporation or 
its shareholders, or both, shall be disre- 
garded.” ™ 


A question that will often arise in the 
close valuation cases where Section 337 
may be useful in the manner just outlined 
is: At what point in time must the col- 
lapsibility of the corporation be viewed to 
determine whether Section 337 is appli- 
cable or not? For example, a corporation 
may have adopted a plan of liquidation on 
March 1, 1956. Must the immunity of the 
gain from corporate tax under Section 337 
resulting from the sale of particular assets 
on May 1, 1956, and October 1, 1956 (other- 
wise subject to Section 337), be determined 
by ascertaining whether the corporation is 
collapsible on March 1, May 1 and October 
1, on all three dates or on any combination 
of these dates? Or must that determination 
be made as of the date of the first distri- 
bution, on July 1, 1956, or again must we 
wait until January 31, 1957, when it is con- 
templated that the final distribution will be 
made? 


These questions are important for these 
reasons: A corporation may very well have 
been collapsible on March 1, 1956, but not 


collapsible in January, 1957, despite reali- 
zation of no taxable income but due to the 
depreciation in value of collapsible assets. 
Conversely, and more likely: in these times, 
an inactive corporation noncollapsible in 
March, 1956, can be collapsible nine months 


later solely because of the continued ap- 
preciation in value of collapsible assets. 


Moreover, the sale of the first asset on 
May 1 may have resulted in enough realized 
income so that the corporation, although 
collapsible when the plan of liquidation was 
adopted on March 1, is, after May 1, no 
longer a collapsible. In that situation, is 
the gain from the sale which occurred in 
October immune from tax under Section 
337? And equally important, is the gain 
from the first distribution in complete liqui- 
dation on July 1, 1956, subject to Section 
341 treatment, or is it capital gain? 

The answers to all of these questions 
appear to be provided in the regulations 
interpreting Section 337. Section 1.337-1 of 
the regulations provides: 


“Accordingly, section 337 does not apply 
to any sale or exchange of property when- 
ever the distribution of such property in 
partial or complete liquidation to the share- 
holders in lieu of such sale or exchange 
would have resulted in the taxation of the 
gain from such distribution in the manner 
provided in section 34l(a) as to any share- 
holder or would have resulted in the tax- 
ation of the gain in such manner, but for 


the application of section 341(d).” 


This apparently means that whether the 
corporation is collapsible or not on March 
1, the date of adoption of the plan is not 
a relevant consideration on the applicability 
of Section 337. The sale dates of May 1 
and October 1 are all-important. If the 
assets sold on May 1 had instead been 
distributed and if Section 341 would have 
been applicable to tax the gain as ordinary 
income (excluding the effect of Section 
341(d)), then Section 337 is not applicable 
and the gain is taxable to the corporation. 
If the taxability of this gain places the 
corporation in the noncollapsible category, 
the first distribution on July 1 is not subject 
to Section 341 and the sale of assets on 
October 1 is immune from corporate tax 
under Section 337. 

Accordingly, it is apparent that this 
provision of the regulations enhances the 
value of the use of Section 337 when deal- 
ing with collapsible and noncollapsible cor- 
porations. 





14 Sec. 1.337-2(a). 
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The further question of whether a corpo- 
ration not collapsible on the first distri- 
bution but collapsible on a later one is 
subject to Section 341 is not answered by 
the regulations. There appears to be some 
disposition at an informal level in the 
Service to view the applicability of Section 
341 as of the first distribution. If this is 
adopted as the practice, it would have the 
virtue of a definite guidepost to harassed 
tax advisers. It would work both for and 
against the revenue and the taxpayer. Thus, 
in the example, if the gain on the May 1 
sale was not enough to place the corpo- 
ration in the noncollapsible category, the 
gain on the July 1 distribution will be sub- 
ject to tax under Section 341. If then the 
gain from the sale on October 1 is sufficient 
so that the corporation is no longer within 
the Section 341(b) definition, it would never- 
appear that all subsequent distri- 
butions will be taxed as ordinary income 
because on the date of the first distri- 
bution the corporation was collapsible. If 
this is to be the rule, there must, whenever 
possible, be no distribution until enough 
corporate sales have been completed to 
assure the noncollapsible status of the cor- 
poration, 


theless 


Use of Reorganizations 

Section 368, dealing with tax-free re- 
organizations, presents a possible “loop- 
hole” in avoiding the effects of Section 341. 
It may be possible, for example, to merge 
a closely held collapsible corporation with 
another corporation, perhaps one having 
listed stock. The usual business-purpose ™ 
and continuity-of-interest doctrines” would, 
of course, be applicable here, but it is the 
corporation’s business purpose and not the 
shareholders’ which controls. There might 
be a variety of business purposes as far as 
the corporation is concerned, even though 
the shareholders’ is purely one of tax 
avoidance. The continuity-of-interest doc- 
trine would also be satisfied in the usual 
situation. Although the collapsible assets 
would still be collapsible property in the 
surviving corporation, this generally would 
cause no problem since the latter is pre- 
sumably large enough to “absorb” them. 

It is true, however, that the economics 
of this type of avoidance may limit its use. 
This is so because the surviving corpo- 


ration takes the property at its basis in 
the hands of the collapsible corporation. 
The amount of stock issued to the share- 
holders of the collapsible corporation will 
no doubt be discounted to take into ac- 
count the additional tax which must later 
be paid by the surviving corporation. More 
tax-paid dollars, nevertheless, can ultimately 
be obtained through the successful use of 
this plan than through the sale or exchange 
of stock in, or the liquidation of, a col- 
lapsible corporation. 


Other Code Sections 


Other Code sections which deserve brief 
mention are those which effect a realization 
of corporate income on distribution in kind 
of LIFO inventories (Section 311(b)), prop- 
erty subject to a liability in excess of basis 
(Section 311(c)) and installment obliga- 
tions (Section 453(d)(1)).™ Where one of 
these distributions is made, the corporate 
tax cannot be avoided whether the corpo- 
ration is collapsible or not. It is important, 
however, for one dealing with collapsible 
corporations to remember that such a dis- 
tribution may result in a corporation no 
longer being collapsible because of the reali- 
zation effected by these sections. 


LETTER RULINGS 

We wrote last year that since so much 
of the practical use of Section 341 rests 
largely on current Service practice not readily 
discernible from either the statute or the 
regulations, the desirability—indeed, the ne- 
cessity—of a letter ruling is apparent.™ 

We also wrote that the willingness of 
the Ruling Division to be specific about a 
question submitted under Section 341 is in 
refreshing contrast to the unwillingness of 
the Treasury Department to take a position 
in the regulations. This unquestionably is 
a product of the vagueness that must have 
been in part intentionally written into the 
statute. But the Treasury Department has 
not hesitated in other instances to imple- 
ment a vague statute. Perhaps the greater 
part of the apparent intentional lack of com- 
prehensiveness of the regulations in this 
particular field results from the fact that it 
was thought desirable to have a longer pe- 
riod of trial and error in order to work out 
a long-run interpretation of the statute. To 








1%% See Mertens, work cited at footnote 88, at 
Sec, 20.50. 

128 Mertens, work cited at footnote 88, at Sec. 
20.54. 

27 This type of approach to all assets of a 
collapsible corporation has been recommended 
as a solution to the collapsible corporation 
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the extent that this is true, the desirability 
of a letter ruling cannot be overemphasized, 
because it suggests that Service practice 
may be expected to undergo important 


changes before final policy is agreed upon. 


In view of what is currently happening 
on the issue of what is “substantial,” these 
remarks were prophetic. 


The new administrative uncertainty adds 
additional emphasis to the desirability of 
letter rulings whenever there is doubt in 
the statute and whenever possible to obtain 
them. And there is doubt in this statute 


at every turn. 


Although only a closing agreement under 
Section 7121 legally binds the Treasury De- 
partment, there are few who would not feel 
almost as secure with a letter ruling. It is 
not that the letter ruling cannot legally be 
upset, it is simply that the Treasury De- 
partment feels morally bound to maintain 
the integrity of the ruling device. It serves 
a useful—indeed, essential—purpose in plac- 
ing the Commissioner’s approval on future 
transactions. Many of these transactions 
arise in obscure or newly developing fields 
of tax law and are of such a nature that 
they would not be made unless there is 
certainty as to the tax consequences. The 
Treasury regulations, no matter what the 
effort expended in attempting to do so, can- 
not be wholly effective in these areas. 


It is outside the scope of this article to 
outline the letter ruling practice. It is ably 
discussed in David Richmond’s article entitled 
“How to Divide a Corporate Business.” ™ 


PITFALLS 
IN COLLAPSING CORPORATION 
THAT IS NOT COLLAPSIBLE 


Once it is determined that the tax treat- 
ment imposed by Section 341 may be avoided, 
the question arises (and probably should 
have arisen first) whether it is desirable 
after all to “collapse.” In short, what are 


2° 1956 Southern California Tax Institute 493. 
See, also, Taylor, ‘‘Procedures in Effecting 
Closing Arguments: How to Obtain a Ruling 
From the Bureau on a Proposed Transaction,’’ 
1951 Southern California Taz Institute 555, and 
Richmond, ‘‘How and When to Obtain Bureau 
Rulings,” 28 TAxes 45 (January, 1950). 

1% Experience with pre-1950 cases indicates 
that, in this fleld especially, valuations will be 
made at the taxpayer's peril, Where all else 
failed as a basis for supporting a higher tax in 
those cases, the Appellate Division would more 
often than not take the position that the assets 
had been overvalued at the time of liquidation. 
Accordingly, even if for purposes of settlement 
the Commissioner conceded the validity of the 
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the disadvantages that go along with the 
obvious advantages of collapsing, particu- 
larly where the form taken is complete 
liquidation of a corporation in order to 
eliminate substantial income tax at the cor- 
porate level? 


(1) In the first place a present tax must 
be paid, often on property received in kind 
which is not readily convertible into cash. 
Thus the tax must be paid out of the tax- 
payer’s capital or current tax-paid income, 
which may be returned to him only after a 
considerable period of time. Often he is un- 
willing, or not in a position, to do this. 


(2) A second significant disadvantage 
which must be coped with in practically 
every collapsible liquidation situation is 
that it is essential to the optimum use of 
this device that the assets received in dis- 
solution be assigned their accurate fair 
market value. The reason for this is that if 
the assets in fact are valued too high, in 
addition to paying out even higher present 
taxes, recovery of the additional tax will be 
postponed until the economic value of the 
assets is gone, and then presumably a cap- 
ital loss is available. 

Whether this loss can be used will usu- 
ally depend on circumstances not ascertain- 
able at the time of the collapse. It will be 
dificult for a taxpayer in sustaining his 
burden of proof to establish that the value 
he placed upon the assets he received in 
liquidation was too high, notwithstanding 
that it was proved in later years that the 
assets have not earned the value placed 
upon them and never will. 


Conversely, if the assets are valued too 
low, these will take a lower basis; 
and when the value has been recouped, the 
will in all probability be ordinary 


assets 


excess 
income, 

In short, a valuation either too high or 
too low is detrimental. Nor must sight be 
lost of the fact that the burden of proof 
rests on the taxpayer.” 


“collapse,"" taxes were collected by reducing 


the value of the assets, 
stepped-up basis and increasing ultimate ordi- 
nary income. Settlements were often effected 
on this basis, but the amount paid varied with 
the degree of equanimity with which a taxpayer 
faced the ordeal of his burden of proof in the 
event of litigation. 

One peculiar aspect of this problem may be 
illustrated by the following example: A cor- 
poration has constructed 100 houses and the 
unrealized appreciation on each house is $1,000 
less sales costs. The shareholders would nor- 
mally value the houses at $1,000 in excess of 
basis less sales costs. The Appellate Division, 

(Continued on following page) 
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This conclusion now finds direct authority 
in Pat O’Brien, cited at footnote 15. Tax- 
payers, although reporting receipts from the 
picture in excess of its fair market value at 
date of liquidation as ordinary income, con- 
tended before the 
ity of Westover v. 
Carter™ 


Tax Court on the author- 
Smith and Commissioner v. 
that it was capital gain. The Tax 
Court distinguished those cases on the ground 
that in O’Brien the motion picture had “a 
readily ascertainable fair market value.” 


(3) In those situations where a ruling is 
requested on the basis of the application of 
the substantial realization rule or of the 70 
per cent limitation, it will be necessary for 
the taxpayer to submit a valuation of all 
of the assets involved. The Ruling Division 
takes no position as to whether the assigned 
values are indeed the fair market value of 
the particular assets, but leaves that en- 
tirely to the revenue agent on audit. Asa 
result, even if it again becomes possible to 
obtain a ruling that the particular corpora- 
tion has realized a substantial part of the 
realized from 


taxable income to be each 


collapsible asset, or that the 70 per cent 
limitation is applicable, it is open to the 
revenue agent to conclude that in any event 
this is not so because the taxpayer sub- 
mitted incorrect values for the assets in- 
volved. This, unfortunately, will be done 
several years after the liquidation, dis- 
tribution, or sale of stock and will have the 
benefit of hindsight, which, although per- 
haps not legally relevant, as a practical 
matter often controls. 

(4) Practical problems often arise con- 
cerning the administration of the assets 


received in liquidation, These problems will 
vary depending upon the nature of the assets 
and the number of shareholders. If the 
asset is an apartment building and there 
is only one shareholder, the problem will be 
small. If, however, the asset is a motion 
picture and there are a number of share- 
holders, somebody must have the respon- 
sibility for entering into contracts with 
respect to the exploitation of the asset. Al- 
though this generally can be done by an 
agency agreement, care must be taken that 
the resulting arrangement is not an asso- 
ciation taxable as a corporation. 


The most difficult problem of all in this 
connection arises where, because of the 
nature of the assets received in liquidation, 
it is desirable to reincorporate a portion of 
them, If this is the situation, a substantial 
tax hazard on which current rulings are not 
obtainable must be faced. It is possible for 
the Service to say on these facts that the 
dissolution was a reorganization and that 
everything not reincorporated was “boot,” 
taxable as ordinary income. Again, it might 
be maintained that it was a pro-rata partial 
liquidation taxable as a dividend. We have 
already stated that the Ruling Division, at 
least as of the time this is written in Octo- 
ber, 1956, refuses to rule favorably on this 


point. 


Moreover, the conference committee’s 
report accompanying the 1954 Code™ 
ominously expressed the expectation that 
administrative and judicial authority within 
the framework of the new Code would be 
adequate to deal with the device of reincor- 
poration of assets at a stepped-up basis. 





(Footnote 130 continued) 

however, has argued that the houses should be 
valued at much less, that is, a ‘‘wholesale’’ 
value. This is a questionable position, at least 
in the normal case. The fair market value of 
the houses would be the same whether held by 
the corporation or by the shareholders; in 
either case the houses would most likely be sold 
individually and at the same price, rather than 
in “‘wholesale’’ lots. Therefore, the fair market 
value of the group of 100 houses must logically 
be the “‘retail’’ selling price of one, less selling 
costs, times a hundred. 


181 Commissioner v, Carter, cited at footnote 
16, and Westover v, Smith, 49-1 ustc § 9189, 173 
F. (2d) 90 (CA-9), have often been cited as 
authority for the proposition that all income 
received from assets obtained in liquidation may 
be reported as long-term capital gain, regard- 
less of when the income from these assets is 
in fact received. This is nonsense. In the 
Carter case the Commissioner stipulated in 
the Tax Court that the fair market value of the 
assets received in liquidation was zero. Why 
this was done defies explanation; but in any 
event, given the stipulation, the court in the 
Carter case was led to conclude, on the doubtful 
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applicability of Burnet v, Logan, 2 ustc { 736, 
283 U. S, 404 (1931), that as a result of the zero 
valuation the transaction remained open and, 
therefore, the subsequent income from the oil 
brokerage contracts (the assets distributed in 


the Carter case) related back to the liquidation 
and took its tax consequences as if received at 


that time. In Smith it was concluded that the 
asset had no ascertainable fair market value. 

Actually, Arrowsmith v. Commissioner, 52-2 
ustc § 9527, 344 U. S. 6, appears to offer much 
stronger theoretical support than does the 
Carter case for the proposition that income 
from assets in excess of their valuation at 
liquidation should also be treated as capital 
gain (where the liquidation is a capital gain 
transaction). 

Notwithstanding that the Arrowsmith case is 
analogous authority for the proposition, the 
long-settled and almost universal understanding 
to the contrary makes the application of the 
Arrowsmith doctrine to this converse situation 
appear at least doubtful. 

= Conf. Rept. 2543, 83d Cong., 2d Sess., 3 
United States Code Congressional and Adminis- 
trative News 5301 (1954). 
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Although it is not easy to put one’s finger 
on the administrative and judicial authority 
to which the conference committee referred, 
the statement of this view by so high a 
legislative authority is certainly enough to 
give a prudent tax adviser pause.™ 

(5) Finally, one must not lose sight of the 
fact that there is a theoretical possibility 
that Section 341 will be interpreted not to 
be exclusive in its field. Only the gain that 
would otherwise be long-term capital gain 
is converted to ordinary income if the trans- 
action falls within the section. As a result, 
it could be argued by the Treasury Depart- 
ment that notwithstanding the inapplicability 
of Section 341, a liquidation or a sale or 
exchange of stock or a distribution under 
301(c)(3)(A) may result in ordinary income 
on some other principles—for example, 


those that were unsuccessfully argued by 
the Commissioner in the pre-1950 cases.™ 


Even if the Commissioner had had more 
success with his pre-1950 position, or if that 
position had more intrinsic merit than the 
writers believe it has, there would still be 
only a remote chance that a court would 
apply these principles in light of the de- 
tailed legislation enacted as Section 341, 
by which it would appear to have been in- 
tended by Congress to pre-empt the field. 
But predicting the future, and particularly 
future judicial determinations, is a most 
inexact calling. This possibility, then, should 
be kept in mind and, if possible, the request 
for ruling be extended to include these col- 
lateral points. 


CONCLUSIONS RE SECTION 341 


For the benefit of those whom we may 
have lost somewhere along the line and as 
a check list of this “practical” approach to 
collapsible corporations, the following in- 
quiries, it is submitted, should be made (in 
approximate numerical order) to ascertain 
what may or may not be done in a given 
situation in this field: 

(1) The applicability of Section 341(d)(1) 
should be ascertained because obviously if 
a particular client or clients are unrelated 
to each other or other shareholders, actually 
or constructively, and own 5 per cent or 
less of the stock, there is no problem as 
to them. 

(2) If that is unavailing it should be as- 
sumed, regardless of the applicability of the 


presumption, that the requisite view exists, 
except in that limited class of situations en- 
visioned by Example No. 3 of the regulations. 


(3) Assuming the requisite intention for 
applicability of the section, the kind of 
assets which the corporation has as of the 
date of the desired “collapse” should be 
checked against the statute to determine 
whether there are any collapsible-type as- 
sets. Although it will be a rare case when 
there are none, there are still situations 
where that is possible. 


(4) If the collapsible-type assets of the 
corporation consist of those described in 
Section 341(b)(3)(A) and (B), that is, in- 
ventory or property held primarily for sale 
to customers, and there has been substantial 
prior business history and the amount of 
such property is not in excess of an amount 
which is normal either for the purpose of 
business activities of the corporation or for 
an orderly liquidation, the corporation is 
not collapsible on the basis of the provisions 
of Section 1.341-5(c)(1) of the regulations. 


(5) Consider whether it is possible to 
come within the provisions of Section 1.341-5 
(c)(2) and Example No. 4 of the regula- 
tions. This is the situation, it will be re- 
membered, where, notwithstanding that the 
corporation is collapsible so far as nature 
of assets and the failure to realize a sub- 
stantial part of the taxable income from 
each such asset, and no limitation is ap- 
plicable, it will nevertheless be considered 
noncollapsible on the undesignated theory 
of the regulations that the amount of un- 
realized taxable income from the collapsible 
property (even though there has been no 
realized income from the particular col- 
lapsible property) is not substantial in rela- 
tion to the amount of the taxable income 
realized from all sources after the comple- 
tion of a material part of the asset or assets 
on which there has been little or fio realization. 

(6) If none of these approaches immu- 
nizes the transaction from the applicability 
of Section 341, determine whether a “sub- 
stantial” part of the taxable income has 
been realized from each collapsible asset. 
In doing this it must be remembered that 
for the moment, at least, no rulings are 
available to the effect that an asset ceases to 
be coliapsible no later than the time there 
has been a realization of 50 per cent of the 
taxable income to be realized from that 
asset. But those rulings may be reinstated. 





188 See generally on this problem, Rice, ‘‘When 
Is a Liquidation Not a Liquidation for Federal 
Income Tax Purposes?"’ 8 Stanford Law Re- 
view 208 (1956). 
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4 See section, above, on  ‘‘Prestatutory 


Status."’ 





If they are not and the mechanics of com- 
puting “substantial,” regardless of percent- 
age, if any, are followed, there will certainly 
be some point where it will be safe to as- 
sume substantial realization. This plainly 
relative term may be satisfied sooner if the 
dollar amounts are large than if they are 
small. In any event, it is necessary also to 
determine whether the asset is a separate 
unit or part of a larger project. 


(7) Consider the applicability of the 70 
per cent limitation. In doing so, make the 
computation as explained under that sub- 
division, above. The retained earnings from 
a still collapsible asset are themselves con- 
sidered to be part of the collapsible side of 
the equation. Conversely, however, retained 
earnings from an asset which is not col- 
lapsible or which is no longer collapsible 
are considered to be a part of the noncol- 
lapsible side of the equation, It bears repe- 
tition that the unit rule must be considered 
to apply the 70 per cent limitation correctly. 


(8) Consider the three-year limitation, 
bearing in mind, however, that the applica- 
bility of the three-year limitation to each 
asset merely immunizes from ordinary in- 
come the gain from the assets held more 
than three years. 

(9) In with the substantial 
test or the 70 per cent limitation, if after 
the first time these tests are applied, the 
corporation is still collapsible or the limita- 
tion doesn’t apply, consider the sale of 
enough additional property in the corpora- 
tion to change the results of these compu- 
tations in favor of nonapplicability of Section 
341. If, on the first application of the sub- 
stantial test or the 70 per cent limitation, 
there is some doubt as to the applicability 
of either because of concern about valua- 


connection 


"985 50-2 ustc {| 9384, 183 F. (2d) 656, cert. den., 


340 U, S. 912. The other view was typified by 
Williams v. McGowan, 46-1 ustc § 9120, 152 F. 
(2d) 570 (CCA-2, 1945), which held that on such 
a sale the sales price should be comminuted 
into its separate fragments and, accordingly, 
gain attributed to capital gain or ordinary in- 
come, depending on the nature of the assets 
sold. This view was later accepted by the 
Supreme Court in Watson v. Commissioner, 
53-1 ustc {§ 9391, 345 U. S. 544, a case involving 
proceeds, from sale of an orange grove, at- 
tributable to an unharvested and unseverable 
crop of oranges on the trees at the time of the 
sale. In the face of this decision the Seventh 
Circuit reaffirmed its view expressed in the 
Swiren case. See Meyer v. U. S8., 54-1 vustc 
{ 9408, 213 F. (2d) 278 (CA-7). It was also able 
to distinguish the McGowan case on factual 
grounds. 

After having argued vigorously for the ‘‘frag- 
mentation’’ theory, in 1950, the Commissioner 
acceded to the view that the sale of a partner- 
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tion, consider the desirability of “hedging” 
by making some sales in the corporation 
pursuant to a plan of liquidation under 
Section 337. It could later be argued that 
these sales do not result in income being 
recognized to the corporation because the 
corporation is not collapsible; failing in 
that, a second position is that Section 337 
by its own terms will not be applicable and 
the full additional gain will be recognized to 
the corporation which, if properly planned, 
will take the corporation out of the collapsi- 
ble class under the substantial test or within 
the 70 per cent limitation. 

(10) If the corporation is still considered 
collapsible and the limitations are either not 
applicable or, in the case of the three-year 
limitation, result nevertheless in too much 
ordinary income, consider where possible a tax- 
free merger or other type of reorganization. 


(11) Finally, a letter ruling wherever ob- 
tainable is always desirable because much in 
this field still is a product of administrative 
practice not readily discernible from either 
the statute or the regulations, and is subject 
to change without notice. 


COLLAPSIBLE PARTNERSHIPS 


The Internal Revenue Code of 1939 did 
not deal with the problem of collapsible 
partnerships. Swiren v. Commissioner, de- 
cided by the Court of Appeals for the Sev- 
enth Circuit, typified the magnitude of the 
tax loophole available through the use of 
a partnership.“ There an attorney selling 
his interest in a law partnership was held to 
have had capital gain despite the fact that 
most of the proceeds of the sale were at- 
tributable to uncollected fees of the part- 
nership. Moreover, the enactment of Section 


117(m) of the 1939 Code in 1950 presumably 





. ship interest should be treated as the sale ofa 
capital asset under Section 117 of the 1939 Code. 


G. C. M. 26379, 1950-1 CB 58. Such treatment 
was to be denied, however, in cases where the 
transaction was not, in substance, a sale of a 
partnership interest, and also to the extent that 
the proceeds of the sale represented the seller's 
distributive share of earnings for part services. 
Doyle v. Commissioner, 39-1 ustc { 9340, 102 F. 
(24) 86 (CCA-4); James W. McAfee, CCH Dec. 
16,081, 9 TC 720. 

Paul W. Trousdale, CCH Dec. 18,280, 16 TC 
1056, aff'd, 55-1 ustc { 9222, 219 F. (2d) 563 
(CA-9), sometimes cited as contra to the Swiren 
case, can be distinguished on the ground that 
in Trousdale the partnership was actually in a 
state of liquidation so that the sale was in 
reality no more than the assignment of previ- 
ously earned income, whereas in Swiren the 
sale was of a partnership interest in a going 
concern which was thereafter continued by the 
remaining partners. 
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augmented the use of the partnership form 
in the Capital Gain Sweepstakes. 

A solution to the problem was accord- 
ingly somewhat overdue when the 1954 


Code was adopted; and since, in any event, 
partnership provisions were codified for the 
first time in Subchapter K; it was a par- 
ticularly appropriate time to enact a pro- 
vision dealing with collapsible partnerships. 


Comparison with Section 341 


Section 751 of the 1954 Code, unlike Sec- 
tion 341, does not use the word “collapsible” 
as a portion.of the title. Instead, the sec- 
tion is entitled “Unrealized Receivables and 
Inventory Items.” But the differences do 
not end with the title. Since Section 751 
was a part of an integrated plan for dealing 
with partnership tax problems enacted into 
law at a single time, whereas Section 341 
was belatedly grafted on to corporate pro- 
visions that in substantial measure go back 
to the beginning of the modern income tax 
law, it is not surprising that the techniques 
adopted in solving the problem in Subchap- 
ter K are quite different than in Section 341. 
In any event, they would have to be dif- 
ferent because of inherent differences in 
corporate and partnership income tax con- 
cepts. Intention in Section 751 is not a rele- 
vant consideration. The nature of the property 
subject to Section 751 is also, in part, quite 
different than that in Section 341. As has 
been noted, in an attempt to stop the con- 
version of ordinary income into capital gain, 
Section 341 often succeeds in converting 
what would have been capital gain to an 
individual stockholder, had he held the 
property directly, into ordinary income as a 
result of his stockholdings in a Section 341 
corporation. By and large, with one im- 
portant exception, this seems to be impos- 
sible under Section 751. 


It is also worthy of note that Section 
751 does not contain complicated defini- 
tions, a holding period, the presumption, the 
exclusions and the rest of the parapher- 
nalia that go with Section 341. Lest one 
go too far in contrasting the provisions on 
this level, however, it should be pointed out 
that Section 751 is far from the simple 
section that a casual reading might suggest. 
Unfortunately, that section, like much of 
Subchapter K, suffers greatly from the com- 


436 The Committee on Partnerships, Section of 
Taxation, American Bar Association, in its re- 
port to the section at the 1956 annual meeting 
of the association recommends (at p. 55) amend- 
ment of Sec. 751(d)(2)(B) so as specifically to 
exclude from the definition of inventory items 
accounts receivable received in ordinary course 
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plexity of the statutory plan, which, while 
perhaps unavoidable, seems especially un- 
fortunate in the partnership field. This form 
of business organization is utilized more 
often than the corporate form by small busi- 
ness, which cannot as readily afford the 
complicated legal problems that a larger 
business takes in its stride. 


Because Section 751 is so closely inte- 
grated with the rest of Subchapter K, as 
thorough an analysis as has been made of 
Section 341 is more appropriate in an over- 
all treatment of the partnership provisions. 
The objective here will be limited to (1) 
highlighting the statutory solution of the 
problem posed by collapsible partnerships, 
(2) some comment about the problems 
which that solution raises and (3) compar- 
ing that solution with other aspects of the 
capital gain problem in connection with 
partnerships. 


Section 751 Property 

The property which gives rise to the ap- 
plication of Section 751 must be either 
“unrealized receivables” or “inventory items” 
which have substantialiy appreciated. in 
value. Both are terms of art defined in 
Section 751(c) and (d), respectively. 


The definition of unrealized receivables 
is the same as in Section 341(b)(4), but 
since 341(b)(4) defines the term as used 
in Section 341(c), which in turn excludes 
receivables from sales of property not de- 
scribed in Section 341(b)(3), the definitions 
are in fact different in some respects. In 
Section 751 the term means the following: 
rights to income not previously included 
in income in payment for goods delivered 
or to be delivered where the proceeds would 
be treated as received from the sale or ex- 
change of property other than a capital asset 
or services rendered or to be rendered. 

Inventory items are substantially appre- 
ciated if their fair market value is 120 per 
cent of their partnership basis and constitute 
10 per cent of the fair market value of all 
property of the partnership excluding money. 
They include (1) property held for sale to 
customers in the ordinary course of busi- 
ness, (2) any property of the partnership 
which on sale or exchange by it would not 
be either a capital asset or Section 1231 
property™ and (3) any other partnership 


of trade or business, and Sec. 1231 property 
which has been held for a period of six months 
or less. The report states that the inclusion of 
those items in the definition ‘‘gives a distorted 
result which may work to the detriment of 
either the Treasury Department or the tax- 
payer.’ 
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property which if held by the selling or 
distributee partner would be either property 
held for sale or a noncapital asset or non- 
Section 1231 property. It is apparent that 
inventory items, then, cover Section 751 
assets as held by either the partnership ™ 
or the selling or distributee partner.™ 


Section 751(d)(2)(B) probably was in- 
tended to include within the definition of 
inventory items stock in a collapsible cor- 
poration, because that subsection defines 
an inventory item to include any other property 
of a partnership which, “on sale or exchange 
by the partnership, would be considered 
property other than a_ capital asset.” 
Section 341(a) states that gain from the 
sale or exchange of stock in a collapsible 
corporation will “be considered as gain from 
the sale or exchange of property which is 
not a collapsible asset.” The question, then, 
in determining whether Section 751(d)(2)(B) 
extends the definition of inventory items to 
stock in a collapsible corporation is whether 
the phrase “considered property other than 
a capital asset” is satisfied by a provision 
which says “be considered as gain from” 
the sale or exchange of property which is 
not a capital asset. (Italics supplied.) The 
language of the reference suggests the lack 
of liaison between the drafters of Section 
341 and Section 751.” 


The discussion of unrealized receivables 
in connection with Section 341 is, in large 
part, apropos here. The term, however, is 
much broader in its application under Sec- 
tion 751, since it is not limited, as it appears 
to be there, to “purchased” unrealized re- 
ceivables. The broad definition would in- 
clude, apparently, the right to income from 
all executory contracts regardless of how 
long they have to run. Obviously the 
amount of the unrealized receivable would 
have to be adjusted for the cost of perform- 
ing the particular executory contract. If 
the contract covered a long period of time, 
the valuation problems involved might be 
insurmountable. 

Inventory items are so broadly defined 
as to include all nonecapital assets and all 
non-Section 1231 assets. Moreover, prop- 
erty which is a capital asset in the hands 
of the partnership, but not in the hands of 
a selling or distributee partner, would be 
considered an inventory item under Section 
751(d)(2)(C). If, therefore, some members 
of the partnership were dealing in real 





1% Sec. 751(d)(2)(B). 
1388 Sec. 751(d)(2)(C). 


139 See footnote 136, at p. 55, where the com- " 


mittee recommended approval of an amend- 
ment to Sec. 751 to clarify this provision so that 
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estate, but the partnership itself were not, 
real estate might be considered an inventory 
item. Accordingly, if such a partner did 
not receive his share of the real estate in 
a distribution, he would be considered as 
having sold it to the partnership and would 
receive ordinary income to the extent he did 
not receive his pro-rata share. 

So much was presumably intended by the 
legislative draftsmen in order to prevent the 
use of the partnership to get capital gain 
for dealers in real estate. If a nondealer 
partner were the selling or distributee part- 
ner and did not receive his pro-rata share, 
Section 751(d)(2)(C) would not be appli- 
cable by its terms; that, too, was presum- 
ably intended. But if the real estate were 
all distributed to the dealer partner, Sec- 
tion 751(d)(2)(C) would apply; but the 
result would be ordinary income to the non- 
dealer partners. This is clearly an unfair 
result and the Committee on Partnerships, 
Section of Taxation of the American Bar 
Association, has recently recommended 
remedial legislation on this point.” 


Sale or Exchange of Partnership Interests 
and Partnership Distributions 


Section 75l(a) provides that the amount 
of money or the fair market value of any 
property received by a transferor partner 
in exchange either for all or for a part of 
his interest in the partnership attributable 
either to unrealized receivables or inventory 
items of the partnership which have appre- 
ciated substantially in value, shall be treated 
as an amount received from the sale or 
exchange of property other than a capital 
asset. This is, of course, a statutory solu- 
tion directly opposite to the Swiren decision. 

This provision requires an allocation of 
sales price between the selling partner’s 
pro-rata share of Section 751 and non- 
Section 751 assets. The Senate committee 
report ™ states that the basis to be used by 
the selling partner for his share of the Sec- 
tion 751 assets is his pro-rata share of the 
adjusted basis of these assets in the part- 
nership hands. 


The second source of possible avoidance 


through use of the ; artnership eliminated 
by Section 751 is a disproportionate current 
or liquidating distribution. So long as the 
distribution of noncapital assets is propor- 
tionate to each partner’s interest, each will 





751 assets would clearly include stock of a 
collapsible corporation and Sec. 306 stock as 
well. 

1” See footnote 136, at p. 56. 

“1S, Rept. 1002, 83d Cong., 2d Sess., p. 401. 
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be taxed on the disposition of those assets 
under the usual Subchapter K rules.” Spe- 
cifically, under Section 735 the disposition 
by a distributee partner of unrealized re- 
ceivables will result in ordinary income or 
loss, as will inventory items if disposition is 
made within five years of the time of dis- 
tribution by the partnership. But if by 
agreement one partner should take all the 
unrealized receivables or inventory items 
in a liquidating distribution and the other 
partner cash and non-Section 751 assets, it 
will be apparent that an avenue of avoid- 
ance has reared its hopeful head. Section 
751 meets the problem by treating both 
current and liquidating disproportionate dis- 
tributions as if they were sales or exchanges 
of such property between the distributee 
and the partnership as constituted after the 
distribution. 


If the distribution is made so that each 
partner obtains his pro-rata share of both 
unrealized receivables and inventory items, 
the theory of the statute is that the partner 
receives only what belongs to him and 
there is no occasion to recognize gain or 
loss.“ Although the statute does not state 
how it is determined what a partner’s pro- 
rata share of these particular assets is, nor 
in fact does the statute refer in terms to 
pro-rata distributions, the policy of the stat- 
ute suggests that where the capital and 
income percentages differ, the income ratio 
is determinative of the application of Sec- 
tion 751(b). 


In the situation where the distributee 
partner receives less than his proportionate 
share of inventory items or unrealized re- 
ceivables, he will have recognized taxable 
ordinary gain or loss and will receive a 
base equal to the fair market value of the 
property acquired in the exchange. On the 
other side of the equation, the partnership 
will be treated as purchasing the distributee’s 
share of these assets with capital assets, and 
capital gain or loss will be recognized. 

If in the XYZ partnership, for example, 
X received a distribution of non-751 assets 
and cash in a partnership that has unreal- 
ized receivables as well as other non-751 
assets, X will realize ordinary income to 
the extent of the fair market value of his 
share of the inventory items with the 
amount of the gain computed by his pro- 
rata share of the partnership basis for 


those assets. It seems probable, also, that 
the cash received by X as a liquidating dis- 
tribution will result in capital gain or loss 
measured by the reduced basis of his part- 
nership interest. To the extent that X re- 
ceives non-Section 751 assets in distribution 
in place of his interest in the inventory 
items, the remaining partners will have 
capital gain or loss as a result of an ex- 
change of their share of the non-Section 751 
assets in effect used to acquire X’s interest 
in the inventory items. 


X, who acquired these non-Section 751 
assets, would have a basis determined from 
two frames of reference: (1) That portion 
attributable to his own pro-rata interest 
prior to the distribution will take its basis 
from that of his partnership interest and 
(2) the portion received in exchange for his 
interest in the inventory items will have a 
fair market value basis. Where different 
kinds of Section 751 assets and non-Section 
751 assets are involved, the bases’ determi- 
nations can become enormously compli- 
cated, both theoretically and factually. 


The whole process is done in reverse if 
the retiring partner takes more than his 
share of Section 751 assets. Thus, the re- 
tiring partner would take either the un- 
realized receivables or the inventory items 
or both with a basis computed with refer- 
ence to his proportionate part of those 
assets, having the same basis as such prop- 
erty had in the partnership, but that portion 
of the 751 assets acquired in exchange for 
his partnership interest in non-751 assets 
will take a fair market value basis stemming 
from the fair market value of his interest 
in the non-751 assets given up in the 
exchange.™ 


Two exceptions to the distribution rules 
for unrealized receivables and inventory 
items treated in Section 751(b)(1) are dealt 
with in Section 751(b)(2). Those rules do 
not apply to a distribution of property which 
the distributee contributed to the partner- 
ship, nor do they apply to payments to a 
retiring partner or successor in interest of 
a deceased partner, as dealt with in Section 
736(a). If, therefore, a partner contributed 
the kind of inventory items with which 
Section 751(b) deals, he is entitled to get it 
back without Section 751 being invoked, 
notwithstanding the fact he receives more 
than his theoretical pro-rata share of those 





“42 1954 Code Secs. 731-736. 

“8 H. Rept. 2543, 83d Cong., 2d Sess., p. 40. 

™ Regulations Section 1.751-1(g), promulgated 
as T. D, 6175, approved May 23, 1956, contains 
numerous detailed examples. They are recom- 
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mended for diligent study to all—but particu- 
larly to those who believe they understand from 
this paper how Sec. 751 operates on a detailed 
practical level. 
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assets, determined by the partnership per- 
centages. 

It is apparent from this brief summary 
that substantial problems exist even in cur- 
rent distributions of partnerships and that 
there is a potential trap for the uninformed 
in assuming—as so many do—that there are 
few tax problems involved in going in and 
out of partnerships. Although Section 751 
is appropriately integrated with the rest of 
Subchapter K and as a whole the economic 
theory on which both are based is equitable, 
it is safe to assume that the enormous com- 
plexities may lead to harsh results for the 
many who will find it difficult, if not impos- 
sible, to plan their affairs because of lack 
of understanding of the provisions. 


Reappraisal of Value 
of Partnership Form 


In light of the growing uncertainty over 
the application of Section 341—because of 
the complexities of the statute itself and the 
refusal of the Internal Revenue Service 
to take definitive stands in the regulations 
on many problems and its increasing reluc- 
tance to go as far as it has under letter 
rulings—a reappraisal of the place of part- 
nerships as a substitute for corporations, 
in an attempt to work out some capital 
gain, is in order. From what has been 
stated, it is plain that neither the sale of 
a partnership interest nor a current or liqui- 
dating distribution is likely to give much 
solace to those who are trying to find the 
capital gain trail but who would not be 
entitled to its use as individuals. What can 
be said for the partnership device in these 
areas, as compared with the use of cor- 
porations, is that with the former, with one 
exception, there is less chance to convert a 
capital gain into ordinary income. 


But the partnership form is obviously 
superior to the corporate one in the follow- 
ing respect. Perhaps the best example of 
more favorable treatment under Section 751 
as compared with Section 341 is purchased 
property used in the trade or business. We 
have already pointed out that, because of 
Section 341(b)(3)(D), Section 1231(b) prop- 
erty is within “Section 341 assets” and, 
therefore, if purchased is a collapsible asset. 
It is in this category more than in any other 
that Section 341 seems unduly harsh to 
many. Since Section 1231(b) property is 
excluded from the partnership definition of 
inventory items (Section 751(d)(2)(B)), 


those who wish to make an investment in 
rental real estate should hesitate a long time 


before employing the corporate rather than 
the partnership form. 


But Section 751 deals only with sales or 
exchanges of partnership interests and dis- 
tributions. What of the use of a continuing 
partnership? It would appear to be the 
present status of the law that whether the 
sale or exchange of an asset by a partner- 
ship results in capital gain or ordinary 
income to the individual members of the part- 
nership is determined from the point of 
view of how this asset is held by the 
partnership. Section 702(b) provides that 
“The character of any item of income, gain, 
loss, deduction, or credit included in a 
partner’s distributive share under paragraphs 
(1) through (8) of subsection (a) shall be 
determined as if such item were realized 
directly from the source from which rea- 
lized by the partnership, or incurred in the 
same manner as incurred by the partner- 
ship.” This appears to be an entity rather 
than an aggregate theory. Among the items 
referred to in paragraphs (1) through (8) 
are gains and losses from sale or exchange 
of capital assets and gains or losses from 
sale of property described in Section 1231. 
The committee reports” make it clear that 
it was the purpose of this section to adopt 
a conduit approach. 


Accordingly, it would appear that an item 
held by a partnership may have a character 
for capital gain purposes different than that 
if the same asset were held directly by a 
partner“ In a sense, this is confirmed 
by the provisions of Section 751(d)(2)(C), 
to which we have already referred, since 
there Congress expressly dealt with the 
possibility of a different status for an asset 
as held by a partnership and as held by a 
partner. This suggests that the partnership 
device may still be used by some to get 
capital gain not only where they would 
get capital gain as individuals, unlike under 
Section 341, but perhaps in transactions 
where if handled as individuals, ordinary 
income would result. 


Reference has already been made to deal- 
ers in real estate. Theoretically, of course, 
a dealer can have investment property and 
obtain capital gain. The burden of proof, 
however, makes this a difficult problem on 
which to prevail—certainly in close cases. 
If, in fact, the partnership is treated as a 
separate entity for characterizing the nature 





4 S, Rept. 1622, 83d Cong., 2d Sess., p. 377. 
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1 See, generally, Example No. 2 in the Regs. 
Sec. 1.751-1(g), T. D. 6175, approved May 23, 
1956. 
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of the holding, then a dealer in real estate 
might better hold his investment property 
in partnership form, providing, of course, he 
does not run afoul of Section 751(d)(2)(C). 


Other people who are anything but favor- 
ites of the capital gain provisions are those 
who create the kind of property referred 
to in Section 1221(3). That section excludes 
from the definition of capital asset “a copy- 
right, a literary, musical, or artistic com- 
position, or similar property, held by (A) 
a taxpayer whose personal efforts created 
such property, or (B) a taxpayer in whose 
hands the basis of such property is deter- 
mined by reference to the basis of 
such property in the hands of the person 
whose personal efforts created such prop- 
ety. = 

On the ruling level the Service has 
apparently taken the position that a 
corporation which produces motion pictures 
is not a taxpayer “whose personal efforts 
create” a similar property.” The ruling 
stated, however, that the production of each 
of the films in the instant case involved a 
“multiplicity of skills and abilities, the com- 
bined efforts of numerous individuals of 
various backgrounds and trades, and the 
use of substantial amounts of capital. Thus, 
no single individual may be said to have 
created by his personal efforts the films.” 


If a partnership were organized to pro- 
duce a motion picture and the partners con- 
sisted of A, who put up capital, and B 
and C, a star and a director, respectively, 
who furnished services, and the latter two 
were paid out of the budget of the picture 
at less than their going rate, the implication 
of the revenue ruling quoted above is that 
the partnership’s personal efforts may be 
deemed to have created the picture and on 
the sale ordinary income would result under 
Section 1221(3). But this reasoning may 
not be applicable here, because a partner- 
ship is not a taxpayer as that term is de- 
fined in Section 7701(a)(14). In any event 
it is difficult to see where in the statutory 
language there is justification for making 
the application of Section 1221(3) turn on 
whether the partners whose services were 
used by the partnership in the creation of 
the particular property received less than 
their normal compensation. 


But one should not be overly sanguine 
about the possibility of using the partner- 
ship form to convert ordinary income into 


“t But see Driscoll, ‘“Major Points of Impact 
of the New Partnership Regulations,"" 1956 
Southern California Tax Institute 195, 198, 200 

48 Rev. Rul. 55-705, 1955-2 CR 300. 
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capital gain. Just as the courts have on 
occasions looked through corporate entities, 
it is to be expected that they are even more 
likely to look through the more ephemeral 
partnership entity. In cases of clear avoid- 
ance, the result might very well be the 
adoption of an aggregate view of Section 702. 


Ordinary Income 
Through Contributions 


Finally, even a cursory discussion of the 
status of capital gain in the partnership 
field would be incomplete without reference 
to the Treasury regulations interpreting 
Section 721. That section provides that 
neither gain nor loss shall be recognized 
to a partnership or its partners in the case 
of a contribution of property to a partner- 
ship in exchange for an interest in the part- 
nership. Despite the apparent clarity of 
this provision, the regulations state that a 
partner can receive ordinary income at the 
time of contribution where the contributing 
partner gives up any part of his right to 
be repaid his contribution (as distinguished 
from a share in partnership profits) in favor 
of another partner as compensation for 
services. The regulation disposes of Sec- 
tion 721 by stating that it “does not apply.” 

For example: X and Y form a partner- 
ship to produce a motion picture. X puts 
up $200,000 and Y, a well-known producer- 
director, agrees to produce and direct with- 
out salary. The agreement provides that 
they share equally in the capital and the 
earnings.” If the regulation is valid, Y 
has $100,000 of ordinary income at the time 
of X’s contribution. Without such a pro- 
vision, Y may have ordinary income on the 
sale of his partnershiji interest, but this 
would depend on whetter the picture was 
an inventory item beca@se a 1221(3) asset. 
The distribution of thé completed picture 
pro rata would not res$lt in income under 
Section 751, but the subsequent sale by Y 
of his undivided half would be taxed as 
ordinary income if that half were a 1221(3) 
asset. 

The avoidance possibilities of a contrary 
interpretation of Section 721 are better 
illustrated by a partnership which is not 
organized to produce property which mav 
be classified as 1221(3) property. Thus, one 
who obtains an interest in the partnership 
capital for manufacturing, 
building or mercantile business would prob- 


services in a 


“ For a critical evaluation of the validity of 
this provision of the regulations, see Driscoll, 
article cited at footnote 147, at pp. 216-225. 
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ably be able to convert the value of that 
interest to capital gain without the regula- 
tions’ interpretation of Section 721. 


Summary of Partnership Comment 

(1) There is little possibility of convert- 
ing ordinary income to capital gain through 
either the sale of a partnership interest or 
a disproportionate distribution. 

(2) There is a real possibility of the con- 
verse occurring to the other nondealer part- 
ners under Section 751(d)(2)(C) where a 
distributee partner receives a disproportion- 
ate share of the property he holds for sale. 


(3) There appear to be some areas in 
which capital gain may be achieved through 
the use of a partnership where ordinary 
income would result if business were done 
in an individual name. This is particularly 
true in connection with the ability to prove 
an investment purpose by a dealer in real 
estate, and more remotely by one who 
would otherwise be covered by Section 1221(3). 


(4) The partnership form is clearly the 
tax choice over the corporate one for in- 
vestment real estate or other Section 1231(b) 
property included in the collapsible category 


by Section 341(b)(3)(D). [The End] 





Recent Developments in the Taxation 
of Executive Compensation 


By LESLIE MILLS 


Mr. Mills is a member of Price, 
Waterhouse and Company, New York. 


MONG today’s vital tax problems there 
are probably few quite as acute as that 

of finding ways of adequately compensating 
the essential executive talent which is so 
important in the management of business 
enterprise. The magnitude of the problem, 
of course, is well understood by most tax 
men. The combination of extremely high 
tax rates, plus an aggressive tax administra- 
tion, has intensified the need for, and the 
search for a haven within which to provide, 
an incentive level of management compen- 
sation. Many other types of economic pur- 
suits have been accorded some degree of 
protection from high tax rates, but the 
executive who derives almost his entire re- 
ward through compensation has not been 


among these. 


During recent hearings last fall before 
the Joint Committee on the Economic Re- 
port, great emphasis was placed on the 
proposition that our top tax rate of 91 per 
cent is largely illusory, and most taxpayers 
do not get into a position of exposure to 
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that tax rate. But it is doubtful that this 
generalization could be made to apply to 
most taxpayers in the executive employee 
category whose sole reward consists of 
compensation from their employers. It is 
understandable, then, that for this group 
there is a constant search for ways of 
achieving executive rewards without ex- 
posure to immediate tax at the high surtax 
rates. Careful thought is constantly de- 
voted to plans whereby these objectives 
may be accomplished, and frequent develop- 
ments occur which affect the field. 


The ideal tax arrangement from the point 
of view of both the employer and the em- 
ployee would be one which provided the 
employee with an immediate, nontaxable 
economic benefit and, at the same time, 
provided the employer with an immediate, 
fully deductible expense. Obviously, such 
an arrangement is difficult to achieve, al- 
though in certain circumstances an approach 


to it can be made. 


In lieu of a completely tax-free status for 
the reward which is granted to the em- 
ployee, a remuneration plan which will per- 
mit the deferment of tax until some future 
time when tax rates, as they affect the 
individual taxpayer, may be lower is desir- 
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able. An additional or alternative desirable 
characteristic of a plan of executive incen- 
tive would be a type of reward which would 
be treated for tax purposes as a capital gain. 


From the point of view of the employer, 
if an immediate deduction cannot be achieved, 
at least a deduction deferred not beyond the 
time the employee is taxed will be desirable. 
Obviously, of course, the least desirable 
result from the point of view of the em- 
ployer is to be denied a deduction at all, 
although under certain circumstances em- 
ployers have been willing to accept this 
result as part of a plan designed for the 
benefit of employees. 


Generally there have been three major 
approaches to the problem of providing 
executive rewards beyond current cash 
compensation. These broad approaches 
have been through (1) fringe benefits, (2) 
deferred-compensation agreements and (3) 
stock options. 

In each of these areas it is necessary to 
distinguish carefully between plans which 
are designed to serve the purpose of com- 
pensating employees in general and those 
arrangements which are designed specifically 
to meet the problem of attracting and hold- 
ing executive personnel. If a plan is de- 
signed for the benefit of all of the employer’s 
employees, a careful eye must be had for 
the total cost involved, completely aside 
from the benefits which will be afforded to 
the employees. 


Fringe Benefits 


By their nature, fringe benefits provide 
the most ideal tax treatment in that it is 
hoped the reward which is accorded the 
employee does not become subject to tax to 
him, and the employer is entitled to a full 
deduction. Many types of rewards are 
granted employees in the form of fringe 
benefits, and no complete cataloguing of 
them would be practicable. Among the 
more popular of the fringe benefits which 
are generally offered only to higher-level 
executives are such things as dining facili- 
ties, country-club memberships, recreational 
facilities, interest-free loans, expense ac- 
counts, use of company cars, company medi- 
cal services and physical examinations, etc. 


In the case of most of these fringe bene- 
fits, care must always be exercised to avoid 
the possibility of the government’s assert- 
ing that the company-financed activities are 
largely personal in nature and, hence, do 


constitute taxable income to the individual 
employee. Thus, membership in country 
clubs should be justifiable on the basis of 
the business purpose served rather than 
purely on the grounds of the social and 
recreational facilities which are made avail- 
able to the employee. The same holds true 
of the use of company cars, dining facilities, 
etc. 


With only a few exceptions, the use of 
fringe benefits does not provide a workable 
answer to the problem of providing ade- 
quate executive compensation. For the most 
part, the fringe benefits which can be 
granted are minor in character; they are 
difficult to pinpoint for the benefit of spe- 
cific individuals or to direct in reward for 
specific achievements; and, as in the case of 
all such plans for rewarding employees, they 
may be subject to very close scrutiny by 
the government. 


This scrutiny may be directed to the de- 
ductibility of the item to the employer, and 
also an imputation of taxable income to the 
employee. The latter problem, of course, 
puts a heavy burden on the employee to 
prove the amount and qualification of de- 
duction allowed to him and, in the case of 
employees who are also stockholders, there 
is the added danger of consideration of the 
value of the benefits as the equivalent of a 
dividend. The tax administration feels no 
compulsion to be entirely logical in such 
controversies, so that it can happen and has 
happened that denial of the deduction is 
proposed at the same time it is alleged to 
be income to the employee. 


Split-Dollar Insurance 


Increasing attention may be given to two 
of these types of fringe benefits because of 
very recent developments. One of these is 
the device known as split-dollar insurance. 
Actually, at the basis of the split-dollar in- 
surance program is a recently announced 
government position that interest-free loans 
made by employers to their employees do 
not constitute taxable income.’ This has 
probably always been the rule as long as 
the loan was a bona-fide loan with genuine 
intention of repayment, but the use of in- 
terest-free loans has probably not been 
more popular because of the problems of 
providing adequate security for the loans. 
The use of interest-free loans combined with 
the purchase of life insurance on the lives 
of specifically designated employees has 





1 Rev. Rul. 55-713, 1955-2 CB 23. 
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received considerable attention lately. 
here is how the plan works. 


Briefly, 


An employee purchases a life insurance 
policy on his own life. His employer 
agrees to pay the portion of the current 
premiums equal to the increase in the cash- 
surrender value of the life insurance policy. 
The employee will pay the remainder of the 
premiums, The policy will stipulate that 
the employer is to be the beneficiary of the 
policy to the extent of the cash-strrender 
value, and the employee is entitled to name 
the beneficiary or beneficiaries of the re- 
maining amount of the policy. At the out- 
set, of course, the employee bears the largest 
portion of the cost of the insurance, but as 
the insurance policy increases in age, the 
employee’s will diminish and the 
share borne by the employer will increase. 
Correspondingly, of course, the insurance 
protection which the employee has for 
himself diminishes as the amount of the 
policy which is represented by the cash- 
surrender value later 
point, when the employee’s needs for in- 
surance may have diminished, the policy 
may be turned in for its cash-surrender 
value and the employer may be reimbursed 
for the outstanding loan on the policy. Or 
if the employee has accumulated funds, he 
may purchase the employer’s interest in the 
policy. 


share 


increases. At some 


Obviously, the use of this device is best 
suited to younger executives who are at a 
stage of their careers when their insurance 
needs for protection of their families are 
highest and when the use of the split-dollar 
insurance device will enable them to carry a 
larger amount of insurance than might 
otherwise be possible. The employer fore- 
goes interest on the amount invested in the 
cash-surrender value of the policy, but has 
adequate security for his interest-free loan 
throughout the life of the policy itself. 
While this device has, as I have noted, re- 
ceived much attention recently, particularly 
since publication of the ruling, I have not 
observed any particular rush to put split- 
dollar insurance plans into operation. Per- 
haps the combination of higher proportion 
of cost to the employee at the earlier stages 
and annual decline in insurance protection 
deters the potential beneficiary of the plan. 


3ut the principle of the ruling may open 
intriguing aspects of compensation 
planning. The ruling “The mere 
making available of ntoney does not result 


. . . a 
in realized income to the payee or a deduc- 


some 


States: 


tion to the payor.” The use of money is 
just as much an economic value as the use 
of property. While I doubt that the con- 
cept will be accepted to that extent, never- 
theless the way seems open to benefiting 
employees by interest-free use of employers’ 
capital in such situations as financing homes, 
automobiles and other assets for personal use 
requiring capital. At the very least, the 
employee can be benefited by use of the 
employer's credit, which will frequentlyv— 
if not usually—be at a lower interest rate 
than that available to the employee. 


Health and Accident Benefits 


Another type of fringe benefit which may 
enjoy increased popularity because of fairly 
recent developments is a provision by the 
employer for paying medical expenses and 
health and accident benefits to executive 
employees. Section 105 of the 1954 Code 
excludes from gross income payments at- 
tributable to contributions by the employer 
or payments directly by the employer to his 
employee for accident or sickness except to 
the extent that such payments are in reim- 
bursement for medical expenses which were 
deducted by the employee in prior taxable 
years. Also excluded from gross income 
are payments unrelated to the period of 
absence from work because of permanent 
injury. In addition, wage-continuation pay- 
ments up to an amount equal to a weekly 
rate of $100 are also excludable during an 
absence for injury and illness requiring 
hospitalization and, after a week’s absence, 
for illness not requiring hospitalization. 
Even though any such amounts received by 
the employee under an accident and health 
“plan” may be excluded from gross income, 
under Section 106 payments of insurance 
premiums by the employer to fund such 
plans need not be included in the income 
of the employee, and may be deducted in 
full by the employer. 


The regulations under Section 105 adopt 
a very broad concept of a “plan,” and ap- 
parently a health and accident plan may be 
designed to include only a few employees 
or even one employee.’ Furthermore, the 
plan need not be in writing but need only 
be communicated to the affected employees. 
Thus it would seem possible under the 
provisions of Section 105 to agree to in- 
demnify selected executive employees for 
any medical expense that they might have. 
It is not necessary that the absence be re- 
lated to their employment and, in addition, 
the benefits under the indemnification plan 





* Reg. Sec. 1.105-5. 
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may be extended to the 
pendents of the 
This 


rule is an 


and de- 
group of 
antidiscrimination 


family 
selected 
lack of an 
attractive feature which is not 
found in other compensation plans. 


execu- 
tives. 


Future-Service Contracts 


Another currently popular device respon- 
sive to the problems of adequately compen- 
sating executives is the use of future-service 
contracts. More and more companies are 
entering into contracts with individual execu- 
tive personnel providing for services of a 
consultive and advisory nature tollowing 
their retirement from active service. The 
contracts usually provide that the executive 
will be precluded from accepting competing 
employment, and may also involve con- 
tingencies based on the amount of the em- 
ploying corporation’s profits. Aside from 
certain nontax benefits inherent in such 
contracts, they also accomplish the purpose 
of providing the executive with income dur- 
ing his later years when his aggregate in- 
come may be expected to diminish 
when his tax rate will be lower. 


and 


Care must be taken in entering into such 
future-service contracts to make certain that 
they are not unconditional in nature. Other- 
wise they may be regarded as an annuity 
taxable to the executive at discounted value 
at the time of retirement. An additional 
possibility which must be avoided is that 
the executive acquires an unconditional 
right to a future payment by reason of his 
current services. In this event the amount 
of that right may be subject to immediate 
tax. 


Stock Options 

Despite a justifiable interest in fringe 
benefits and in deferred-compensation plans 
in general, considerably more attention has 
been given to the use of stock options as a 
means of attracting and holding executive 
personnel, This follows not only from the 
availability in the Code of specific statutory 
rules by which a measure of tax protection 
may be afforded to employees through the 
stock-option route, but also because of the 
unsettled status of stock-option arrange- 
ments which seek to take other routes in 
securing the 
tractive, tax 
options. 

The interest in so-called “unrestricted” 
stock options may be attributed in large 
measure to the confinements 


same, or possibly more at- 


results as “restricted” stock 


inherent in 
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the statutory 
these are: 


stock-option route. Among 

(1) The limitation on the “spread,” at the 
time the option is granted, to 15 per cent 
of the value of the stock at that time. 


(2) The time restrictions on the exercise 
of the option and the sale of the.stock so 
acquired. 


(3) The element of ordinary income, ex- 
cept when the option price is at least 95 
per cent of value at the time the option 
is granted. 

(4) The survival of an element of “taint” 
on stock acquired by exercise of such op- 
tions beyond the death of the employee. 
where 
exercised 


and 
without 


(5) Uncertainties 
employees die 
options. 

(6) Extreme difficulties encountered in 
qualifying option plans for small and closely 
held corporations where disputes as to the 
stock’s fair market value are likely to arise, 
such disputes affecting the basic qualifica- 
tions of the option itself. 


inequities 
having 


Thus, although the statutory restricted 
stock option provides real assistance under 
appropriate circumstances, it does have seri- 
ous shortcomings which can make it neces- 
sary for taxpayers to seek alternatives. 


Compensatory v. Proprietary Options 
—LoBue Case 


Until very recently the greatest attention 
has been directed toward the possibility of 
granting stock options to key employees 
for the primary purpose of encouraging 
them to acquire a proprietary interest in 
the enterprise. Prior to 1945 both the lower 
courts and the Treasury had recognized a 
distinction between stock options which 
were “compensatory” and those which were 
“proprietary” in nature. In the case of 
“compensatory” options, the employee would 
be deemed to have received compensation 
at the time of exercise of the stock option 
equal to the spread between the 
price and the fair value of the stock. 
fair value at exercise became the stock’s 
basis, with subsequent changes in value 
being accorded capital gain or loss treat- 
ment when realized. 


option 
This 


In the case of “proprietary” stock options 
the element of compensation was held not 


to be present, and the spread at exercise 
date resulted in no immediate income. The 
basis of the stock acquired would be the 
option price, and subsequent realization on 


the stock would produce capital gain or loss. 
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In 1945 the Supreme Court handed down 
its decision in the Smith case.* In that case 
the Court considered an option which was 
granted to an employee to purchase stock 
in another corporation owned by the em- 
ployer. The option was admittedly com- 
pensatory in nature, but it was assumed that 
the option itself had no value when received. 
On these facts the Court ruled that the 
spread at exercise was taxable as compensation. 


Following this decision, the Treasury 
issued T. D. 5507,* revising the regulations 
to provide hat all purchases at “bargain” 
prices by an employee from his employer 
resulted in fully taxable compensation to 
the extent of the bargain. 


The lower courts have generally refused 
to accept the extreme position taken by the 
Treasury in this ruling even in the case of 
options granted after the Smith decision, 
and have continued the distinction between 
“compensatory” and “proprietary” options. 
In view of this, it was almost inevitable 
that the conflict in the interpretations of 
the Smith decision by the Treasury and 
the lower courts would be brought up for 
another Supreme Court test. This test has 
now been achieved in the eagerly awaited 
LoBue case,’ decided by the Supreme Court 
last May. The Treasury’s victory in that 
case appears to be so complete that for 
practical purposes it completely demolishes 
the hope that favorable tax treatment can 
be achieved through the “proprietary” stock- 
option route. 


From 1941 to 1947 LoBue was the man- 
ager of the New York sales division of the 
Michigan Chemical Corporation. In 1944, 
he and a number of other key employees 
were notified tentatively of their selection 
to participate in a stock-option plan adopted 
by the employer. The plan provided for 
distributing up to 10,000 shares of common 
stock of the employer at $5 per share. 
LoBue’s initial notice made it clear that his 
participation would be based solely on his 
individual performance and that of the 
organization as a whole. In 1945 he was 
allotted 150 shares in recognition of his 
“contribution and efforts in making the 
operation of the company successful.” He 
was also told that his future participation 
would be up to him to justify. 

During the course of 1945, 1946 and 1947 
he received a total of three options cover- 
ing 340 shares. All of these were exercised 
in 1946 and 1947 at $5 per share, making 


the total cost to him $1,700. The market 
value of the shares received was $9,930 
when delivered, and the employer deducted 
the difference of $8,230 as expense in its 
1946 and 1947 returns. LoBue did not 
report any of this amount as income. 


The Commissioner asserted a deficiency 
against LoBue, viewing the spread as com- 
pensation under Section 22(a) of the 1939 
Code, which includes in the definition of 
gross income compensation “of whatever 
kind and in whatever form paid.” LoBue 
petitioned to the Tax Court, which held 
that the options were granted to give LoBue 
a proprietary interest rather than to give 
him additional compensation and, hence, 
did not on either the grant or exercise give 
rise to taxable income to LoBue. The court 
of appeals affirmed this decision, being un- 
able to find the factual finding of the Tax 
Court clearly in error. 


In its own deliberation, the Supreme 
Court had to decide the basic question of 
whether an employer could grant to an 
employee a thing of value without giving 
rise to taxable compensation. In deciding 
this question, the Court was attentive to 
its own consistent position that Congress 
had intended to levy a tax on all gains 
except those specifically exempted. The 
Court concluded that the only specific ex- 
emption which might possibly apply was 
the gift exemption, but it failed to find any 
indication of the “detached and disinterested 
generosity which might evidence a ‘gift’ 
in the statutory sense.” The Court reasoned 
that the expressed motives of achieving 
more profitable operations by providing em- 
ployees with an incentive precluded treating 
the transfer as a gift. 


Then the Court took the momentous step 
of concluding that since the transfer of 
stock to LoBue was not a gift, “it seems 
impossible to say that it was not com- 
pensation.” The Court refused to find any 
statutory basis for the “proprietary” tests 
established by the lower courts by its hold- 
ing that stock options are either “com- 
pensatory” or purely gratuitous. 


Following its characterization of the op- 
tion as compensatory, the Court went on to 
consider the time when the compensation 
element should be measured. Basically, 
the question was whether the compensation 
should be measured when the options were 
granted or when they were exercised (LoBue 
also raised the question of whether exercise 





3 Commissioner v. Smith, 45-1 ustc {§ 9187, 324 


U. S. 177, rehearing den., 45-1 ustc { 9253, 324 
U. S. 695. 
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was accomplished when he gave promis- 
sory notes for the first 300 shares, although 
delivery was not made until the notes were 
paid in cash. This question was remanded 
to the Tax Court). 

In holding that the compensation should 
be measured at the time the options were 
exercised, the Court gave weight to the 
uniform practice of the Treasury since 1923 
in measuring such compensation at exercise 
and to the standards adopted by Congress 
in the case of “restricted” stock options. 
In its analysis leading to this conclusion, 
however, the Court also suggested a pos- 
sible source of relief to taxpayers when 
it left open the possibility that the granting 
of the option itself might have been the 
compensatory event except for the fact that 
these options “were not transferable” and 
were contingent upon LoBue’s remaining 
an employee until exercise. 

In a separate opinion dissenting in part, 
Mr. Justice Harlan, joined by Mr. Justice 
Burton, stated his view that the granting 
of the option itself was the taxable com- 
pensatory event, and not the exercise, 
whereby the employer “simply satisfied a 
previously-created legal obligation.” To 
hold otherwise, the dissent states, “makes 
the division of the total gains between ordi- 
nary income (compensation) and capital 
gain (sale of an asset) dependent solely 
upon the fortuitous circumstance of when 
the employee exercises his option.” 


Future Use of ‘‘Unrestricted’’ Options 


Apparently, the direct language of the 
Supreme Court in LoPBue will defeat further 
attempts to escape ordinary income treat- 
ment on employee stock options (outside 
of “restricted” options) on the ground that 
the option is “proprietary” rather than 
“compensatory.” Where, then, does this 
leave the efforts of employers (and em- 
ployees) to utilize stock options as a 
method of attracting and keeping executive 
personnel? 

Before analyzing the problem in the light 
of the LoBue decision, it may be well to 
restate the stock-option rules as they now 
appear to have developed. may be 
summarized as follows, in so far as options 
not qualifying as “restricted” stock options 
are concerned: 

(1) To relieve the grantee of any tax 
whatsoever on either the granting or the 
exercise of the option, it must be shown 
that the option was a gift. Where an 


These 





* 54-1 ustc § 9209, 210 F. (2d) 33 (CA-3), aff'g 
CCH Dee. 19,474, 19 TC 872. 
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employer-employee relationship exists, the 
Supreme Court in LoBue suggests that this 
will be practically impossible. 

(2) Where the arrangements between the 
parties are such as to sustain the conclu- 
sion, the granting of the option itself may 
be viewed as the compensatory event. If 
this is so, the subsequent exercise of the 
option is not a taxable event, the basis 
of stock so acquired is the option price 
plus the basis of the option exercised, and 
subsequent sale or exchange of the stock 
would give rise to capital gain or loss. 

(3) If it is clear that the compensatory 
element was not in the option. itself, but 
rather in the gain expected to accrue from 
its exercise, the taxable event will be the 
exercise, and the compensatory amount will 
be the spread between the option price and 
the fair market value of the stock at that 
time. 


With the use of “proprietary” stock 
options largely eliminated by the LoBue 
decision, is is certain that renewed effort 
will be launched to secure somewhat the 
same results by one of two possible routes: 


(1) Designing the option agreement in 
such a way that it is clear that the option 
itself is the intended compensation. 


(2) Designing the option agreement so 
that the exercise of the option will be clearly 
the taxable event, but imposing sufficient 
restrictions on the stock acquired by exer- 
cise so that it will have no ascertainable 
fair market value at the time of exercise, 
with the objective of having the restrictions 
expire at some time in the future. 

Neither of without 
some case-law background of its own, but 
as long as the “proprietary” option route 
had a fair chance of success, it is under- 
standable that neither was fully explored. 


these routes is 


Making Option Itself the Compensation 


The Supreme Court, in its opinion in 
the Smith case, specifically recognized the 
possibility that the option itself, rather 
than the gain at the time of its exercise, 
could be the intended compensation. Rely- 
ing heavily on this suggestion, both the 
Third and Seventh Circuits (respectively 
affirming and reversing decisions of the 
Tax Court) have decided that under the 
specific facts before them the option itself 
was the compensation. 


In Commissioner v, Estate of Lauson Stone* 
the taxpayer, Stone, pursuant to a resolu- 
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In 1945 the Supreme Court handed down 
its decision in the Smith case.’ In that case 
the Court considered an option which was 
granted to an employee to purchase stock 
in another corporation owned by the em- 
ployer. The option was admittedly com- 
pensatory in nature, but it was assumed that 
the option itself had no value when received. 
On these facts the Court ruled that the 
spread at exercise was taxable as compensation. 


Following this decision, the Treasury 
issued T. D. 5507,* revising the regulations 
to provide that all purchases at “bargain” 
prices by an employee from his employer 
resulted in fully taxable compensation to 
the extent of the bargain. 


The lower courts have generally refused 
to accept the extreme position taken by the 
Treasury in this ruling even in the case of 
options granted after the Smith decision, 
and have continued the distinction between 
“compensatory” and “proprietary” options. 
In view of this, it was almost inevitable 
that the conflict in the interpretations of 
the Smith decision by the Treasury and 
the lower courts would be brought up for 
another Supreme Court test. This test has 
now been achieved in the eagerly awaited 
LoBue case,* decided by the Supreme Court 
last May. The Treasury’s victory in that 
case appears to be so complete that for 
practical purposes it completely demolishes 
the hope that favorable tax treatment can 
be achieved through the “proprietary” stock- 
option route. 


From 1941 to 1947 LoBue was the man- 
ager of the New York sales division of the 
Michigan Chemical Corporation. In 1944, 
he and a number of other key employees 
were notified tentatively of their selection 
to participate in a stock-option plan adopted 
by the employer. The plan provided for 
distributing up to 10,000 shares of common 
stock of the employer at $5 per share. 
LoBue’s initial notice made it clear that his 
participation would be based solely on his 
individual performance and that of the 
organization as a whole. In 1945 he was 
allotted 150 shares in recognition of his 
“contribution and efforts in making the 
operation of the company successful.” He 
was also told that his future participation 
would be up to him to justify. 


During the course of 1945, 1946 and 1947 
he received a total of three options cover- 
ing 340 shares. All of these were exercised 
in 1946 and 1947 at $5 per share, making 





8 Commissioner v. Smith, 45-1 ustc {§ 9187, 324 
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the total cost to him $1,700. The market 
value of the shares received was $9,930 
when delivered, and the employer deducted 
the difference of $8,230 as expense in its 
1946 and 1947 returns. LoBue did not 
report any of this amount as income. 


The Commissioner asserted a deficiency 
against LoBue, viewing the spread as com- 
pensation under Section 22(a) of the 1939 
Code, which includes in the definition of 
gross income compensation “of whatever 
kind and in whatever form paid.” LoBue 
petitioned to the Tax Court, which held 
that the options were granted to give LoBue 
a proprietary interest rather than to give 
him additional compensation and, hence, 
did not on either the grant or exercise give 
rise to taxable income to LoBue. The court 
of appeals affirmed this decision, being un- 
able to find the factual finding of the Tax 
Court clearly in error. 


In its own deliberation, the Supreme 
Court had to decide the basic question of 
whether an employer could grant to an 
employee a thing of value without giving 
rise to taxable compensation. In deciding 
this question, the Court was attentive to 
its own consistent position that Congress 
had intended to levy a tax on all gains 
except those specifically exempted. The 
Court concluded that the only specific ex- 
emption which might possibly apply was 
the gift exemption, but it failed to find any 
indication of the “detached and disinterested 
generosity which might evidence a ‘gift’ 
in the statutory sense.” The Court reasoned 
that the expressed motives of achieving 
more profitable operations by providing em- 
ployees with an incentive precluded treating 
the transfer as a gift. 


Then the Court took the momentous step 
of concluding that since the transfer of 
stock to LoBue was not a gift, “it seems 
impossible to say that it was not com- 
pensation.” The Court refused to find any 
statutory basis for the “proprietary” tests 
established by the lower courts by its hold- 
ing that stock options are either “com- 
pensatory” or purely gratuitous. 


Following its characterization of the op- 
tion as compensatory, the Court went on to 
consider the time when the compensation 
element should be measured. Basically, 
the question was whether the compensation 
should be measured when the options were 
granted or when they were exercised (LoBue 
also raised the question of whether exercise 
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was accomplished when he gave promis- 
sory notes for the first 300 shares, although 
delivery was not made until the notes were 
paid in cash. This question was remanded 
to the Tax Court). 


In holding that the compensation should 
be measured at the time the options were 
exercised, the Court gave weight to the 
uniform practice of the Treasury since 1923 
in measuring such compensation at exercise 
and to the standards adopted by Congress 
in the case of “restricted” stock options. 
In its analysis leading to this conclusion, 
however, the Court also suggested a pos- 
sible source of relief to taxpayers when 
it left open the possibility that the granting 
of the option itself might have been the 
compensatory event except for the fact that 
these options “were not transferable” and 
were contingent upon LoBue’s remaining 
an employee until exercise. 

In a separate opinion dissenting in part, 
Mr. Justice Harlan, joined by Mr. Justice 
Burton, stated his view that the granting 
of the option itself was the taxable com- 
pensatory event, and not the exercise, 
whereby the employer “simply satisfied a 
previously-created legal obligation.” To 
hold otherwise, the dissent states, “makes 
the division of the total gains between ordi- 
nary income (compensation) and capital 
gain (sale of an asset) dependent solely 
upon the fortuitous circumstance of when 
the employee exercises his option.” 


Future Use of ‘‘Unrestricted’’ Options 


Apparently, the direct language of the 
Supreme Court in LoBue will defeat further 
attempts to escape ordinary income treat- 
ment on employee stock options (outside 
of “restricted” options) on the ground that 
the option is “proprietary” rather than 
“compensatory.” Where, then, does this 
leave the efforts of employers (and em- 
ployees) to utilize stock options as a 
method of attracting and keeping executive 
personnel? 

Before analyzing the problem in the light 
of the LoBue decision, it may be well to 
restate the stock-option rules as they now 
appear to have developed. may be 
summarized as follows, in so far as options 
not qualifying as “restricted” stock options 
are concerned: 


These 


(1) To relieve the grantee of any tax 
whatsoever on either the granting or the 
exercise of the option, it must be shown 
that the option was a gift. Where an 
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employer-employee ORT exists, the 
Supreme Court in LoBue suggests that this 
will be practically impossible. ‘ 

(2) Where the arrangements between the 
parties are such as to sustain the conclu- 
sion, the granting of the option itself may 
be viewed as the compensatory event. If 
this is so, the subsequent exercise of the 
option is not a taxable event, the basis 
of stock so acquired is the option price 
plus the basis of the option exercised, and 
subsequent sale or exchange of the stock 
would give rise to capital gain or loss. 


(3) If it is clear that the compensatory 
element was not in the option itself, but 
rather in the gain expected to accrue from 
its exercise, the taxable event will be the 
exercise, and the compensatory amount will 
be the spread between the option price and 
the fair market value of the stock at that 
time. 

With the use of “proprietary” stock 
options largely eliminated by the LoBue 
decision, is is certain that renewed effort 
will be launched to secure somewhat the 
same results by one of two possible routes: 

(1) Designing the option agreement in 
such a way that it is clear that the option 
itself is the intended compensation. 

(2) Designing the option agreement so 
that the exercise of the option will be clearly 
the taxable event, but imposing sufficient 
restrictions on the stock acquired by exer- 
cise so that it will have no ascertainable 
fair market value at the time of exercise, 
with the objective of having the restrictions 
expire at some time in the future. 

Neither of routes is without 
some case-law background of its own, but 
as long as the “proprietary” option route 
had a fair chance of success, it is under- 
standable that neither was fully explored. 


these 


Making Option Itself the Compensation 


The Supreme Court, in its opinion in 
the Smith case, specifically recognized the 
possibility that the option itself, rather 
than the gain at the time of its exercise, 
could be the intended compensation. Rely- 
ing heavily on this suggestion, both the 
Third and Seventh Circuits (respectively 
affirming and reversing decisions of the 
Tax Court) have decided that under the 
specific facts before them the option itself 
was the compensation. 


In Commissioner v. Estate of Lauson Stone* 
the taxpayer, Stone, pursuant to a resolu- 








tion of the stockholders and directors of 
Follansbee Steel Corporation, of which he 
was president, purchased from the company 
on May 1, 1947, 100 warrants at $10 per 
warrant. Each warrant could be exercised 
after October 31, 1947, and before May l, 
1952, to acquire 100 shares of the company’s 
common stock at $21 per share. At the 
time the warrants were issued, the stock 
was selling at $19.75 per share. 


In their 1947 returns, both Stone and the 
corporation regarded the transaction as a 
bargain purchase of warrants worth $6,000, 
and the corporation deducted, and Stone 
reported as compensation, the $5,000 differ- 
between this value and the $1,000 
paid. In 1948, Stone sold 89 of the war- 
rants for $82,000 and reported the 
gain on the sale as capital gain. Interest- 
ingly, the corporation also deducted in 1948 
an amount at least equal to that reported 
by Stone as capital gain. 


ence 


some 


In rejecting the Commissioner’s con- 
tention that the excess of the sale proceeds 
over the $10-per-warrant cost was addi- 
tional compensation, the Tax Court based 
its decision on the fact that the warrants 
were entirely different from the usual stock 
options. The court pointed out that the 
warrants had been paid for, they were nego- 
tiable from the outset, they were protected 
against dilution, and they were not subject 
to the usual contingencies found in stock 
options. In addition, the Tax Court had 
heard testimony from qualified witnesses 
that the fair market value of the warrants 
was at least equal to the $60 per warrant 
value placed upon them by both Stone and 
the corporation in 1947, 


facts, the Tax Court 
decided, and the United States Court of 
Appeals for the Third Circuit affirmed, 
that the parties were dealing in the war- 
rants themselves, and not in the stock 
which could be acquired. Thus, the com- 
pensation arose in 1947 when the bargain 
purchase occurred, and the 1948 sale was 
purely a capital transaction. The fact that 
the corporation claimed a deduction in 1948 
was held not to control. 


Jased on these 


Commissioner,’ the United 

Appeals for the Seventh 
Circuit was faced with a Tax Court de- 
cision rejecting the “proprietary” argu- 
ment of the taxpayer and upholding the 
Commissioner in finding that the granting 
of the option itself was not the only in- 
tended compensation. 


In McNamara v. 
States Court of 


In February, 1945, McNamara received 
a proposed employment contract which, if 
he indicated it satisfactory, would be sub- 
mitted to the board of National Tea Com- 
pany for approval. In addition to salary 
and profit-sharing provisions, the proposed 
contract provided for the company to set 
aside 12,500 shares of its treasury stock 
subject to an option to be granted McNamara 
to purchase the stock at $12 per share. The 
stock then had a market value of $15.25. 
The granting of the option was stated to 
be “in consideration of the employee's 
acceptance of employment.” 


Following McNamara’s employment in 
March of 1945, no immediate action was 
taken on the employment contract, pending 
approval by the Wage Stabilization Board. 
Salary restrictions were relaxed in August, 
1945, and the proposed contract was entered 
into. At that time, the company issued to 
McNamara options to purchase 12,500 shares 
at $16 per share. The market value of 
the stock at that time was $19. The options 
were exercisable as follows: one fourth im- 
mediately and one additional fourth after 
February, 1946, August, 1946, and February, 
1947. 


In his 1945 return, McNamara reported 
$16,375 as compensation, in addition to his 
other remuneration, on the grounds that 
this amount was the fair value of the op- 
tions granted him. His employer claimed 
a corresponding deduction. 

The Tax Court discounted the testimony 
of McNamara’s witness as to the fair mar- 
ket value of the option at the date granted, 
since he could not satisfy the court that 
he had had experience in the purchase and 
sale of such options. In spite of the absence 
in the options of any restrictions on sale 
or continued employment, the Tax Court 
was impressed with their speculative nature 
and the belief that they could not be dis- 
posed of without sacrifice. Thus, the Tax 
Court decided that the McNamara facts 
were not those of a distribution of an option 
or warrant with a clear value and a ready 
market, and where the granting of the 
option or warrant itself was the compen- 
satory event. 

In its review on appeal, however, the 
Seventh Circuit gave greater weight to the 
resolutions authorizing the option which 
described it as compensation for the present 
fiscal year. The fact that approximately 
the same spread between the option price 
and the current market value as in the 
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initial agreement was retained in the option 
finally granted reinforced the court’s view 
that the granting of the option itself was 
compensation. Other factors relied upon in 
reaching this result were the consistent 
treatment of the options by both McNamara 
and National their 1945 returns 
and a statement in National’s annual report 
to the Securities and Exchange Commission 
that the option was for compensation for 
be rendered. 


Tea on 


services rendered and to 


In view of these two cases there would 
seem to be a good chance that the employee 
will be taxed only on the value of the option 
itself at the time it is granted if it is clear 
that the option itself is the compensation 
and if the option has a clear value when 
granted, is not restricted as to sale and may 
be exercised regardless of employment. To 
reinforce the contention that the granting 
of the option is compensatory, the tax re- 
turn treatment of the employer and the 
employee should be consistent. 


Eliminating Income on Exercise 


Where the Stone-McNamara type of op- 
tion is not appropriate, either because the 
employer is unwilling or unable to grant 
unfettered option or because the 

wishes to avoid immediately 
taxed income, it may be possible to take 
still another route. Certainly, as a result 
of the LoBue decision, this additional possi 
bility must be given careful study 


such an 
employee 


Basically, this alternative approach would 
seek to avoid having the option grant itself 
taxable and would rely upon the operation 
of the general rule that income is realized 
at the exercise of an option equal to the 
difference between the option price and the 
fair value of the stock. It is possible that 
sufficient conditions and restrictions might 
he imposed upon the stock so as to destroy 


its fair market value until such time as the 


restrictions might be removed 


this approach 
sup 


Che basic theory behind 
to the sstock-option problem received 
port in two recent Tax Court 
In Harold H. Kuchman,’ an employee of the 
subsidiary of a textile manufacturer 
offered the opportunity to purchase 
shares of the manufacturing company at 
$5 per share. The offer was made by two 
underwriting firms which had put together 
the parent manufacturer from several mills 


decisions 


sales 


was 


SCCH Dec. 18,934, 18 TC 154 (1952) 
1952-2 CB 2) 
*CCH Dec. 18,576, 17 


nent point, 1952-1 CB 3) 


(acq., 


rc 652 (acq. on perti- 


Federal Tax Conference 


A month iater these underwriters offered 


shares to the public at $25 per share. 


Kuchman’s stock had certain restrictions. 
He agreed, for a period of one year, not 
to dispose of his stock without the consent 
of the underwriters. If his employment 
terminated within a year because he wished 
to accept another position or go into busi- 
ness on his own, he would be required to 
offer the shares back to the underwriters at 
$5 per share. The Tax Court rejected the 
“proprietary” argument advanced by Kuchman 
but, because the stock acquired was so re- 
stricted, the Court felt it did not have a 
reasonably ascertainable fair market value 


at the time Kuchman received it. 


Furthermore, the Commissioner had al- 
ready lost an argument that the expiration 
of the restrictions was itself a taxable event. 
In Robert Lehman; the taxpayer was a 
partner in an underwriting firm. He re- 
compensation an option to buy 
department store. However, 
Kuchman case, the 
numerous restrictions destroyed fair mar- 
ket value, and the government was willing 
to so stipulate. After the restrictions ex- 
pired, the shares were sold and the excess 


ceived as 
shares in a 


as in the presence of 


of proceeds over the option price was re- 
In upholding this 


court rejected 


ported as capital gain. 
treatment bv the taxpaver, the 
the government’s argument that the expira- 
tion of restrictions is an event which could 
income 


precipitate the realization of 


It should be especially noted that neither 
the Kuchman nor the Le/tman case involved 
an option or bargain purchase by an em 
ployee from the employer 


where the employer-employee 
relationship did exist was in Phil Kalech.” 
Here the employee exercised an option and 
acquired stock which could not be sold or 
pledged for 5% years without the consent 


One case 


of the employer. Moreover, the corporation 
could reacquire the shares on termination of 
employment, bankruptcy, or death at the 
higher of their current book value or origi- 
The held 


proxies on the shares. 


nal cost employer also voting 


Curiously, the Commissioner reversed 
himself before the Tax Court and 
that the fair value of the stock could not 
have exceeded their book value ($557) be- 
cause of the restrictions. In 
deficiency for the 


agreed 


asserting a 


year of exercise, the 





” CCH Dec. 20,818, 23 TC 672 (acq. 1955-2 CB 
7). 





had earlier asserted a fair 
market value of $2,000 per share, but pre- 
sumably a subsequent net operating loss 
would have wiped out the additional income 
and more taxes would be collected from the 
larger capital gain resulting from the lower 
Because of this unusual combina- 
tion of circumstances and the turnabout in 
the position taken by the Commissioner, the 
Kalech case is probably unreliable as a 
guide to the future. 


Commissione: 


basis. 


One additional case bears mention, since 
dealt with restrictions on option- 
acquired stock. In MacDonald v. Commis- 
sioner,” the Seventh Circuit discussed the 
effect of a taxpayer’s contending that an 
agreement existed between him and his 
employer under which he was not to sell 
any of the shares acquired by exercise of 
his option during his employment and, fur- 
thermore, that the restrictions of Section 
16(b) of the Securities Act of 1934 pre- 
cluded an ascertainment of fair market 
value, since any “profit” realized by a di- 
rector or officer is recoverable in a suit by 
the issuing corporation or a _ stockholder. 

The Seventh Circuit reversed the deci- 
sion of the Tax Court primarily on the 
basis of the agreement not to sell. In addi- 
tion, but without actually deciding the issue, 
the Seventh Circuit felt there was consider- 
able merit to the taxpayer’s claim that Sec- 
tion 16(b) of the Securities Act of 1934 cast 
doubt on his ability to retain the proceeds 


it, too, 


of the sale of his stock if he sold within 
six months. The court was not convinced 
that this provision of the Securities Act 
was not broad enough to jeopardize the 
proceeds of such a sale of stock, even though 
the proceeds were received as “compensa- 
tion” rather than as “profits,” 


Taken together, these cases suggest that 
the courts are receptive to the contention 
that substantial restrictions on option- 
acquired stock make a reasonable deter- 
mination of fair market value impossible. 
Whether this view will survive if more 
frequent use is made of stock with such 
restrictions remains to be seen. 


Conclusion 


The entire stock-option area is once 
again in a stage of development of new 
court-made rules to cover options outside 
the statutory pattern of restricted stock 
options. What was thought to be the most 
promising route since 1946, that is, the 
proprietary-option route, has apparently 
been closed effectively by the Supreme 
Court in LoBue. This decision enhances the 
attractiveness of other routes to substan- 
tially the same objectives. The develop- 
ment of specific arrangements between em- 
ployers and employees, and the attitude of 
the courts toward these, will command close 
attention in the immediate future, 

: [The End] 


Some Subchapter C Trouble Spots- 
After Two Years 


By GEORGE STINSON 


Mr. Stinson is a member of Cleary, 
Gottlieb, Friendly & Hamilton, 
New York City. 


ICKING and choosing a schedule of 
trouble spots in that broad and bedeviled 
battleground known as Subchapter C to dis- 
cuss is like gathering a bouquet of thorns 








"1 56-1 ustc § 9284, 230 F. (2d) 534 (CA-7). 
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in a brier patch. Like Uncle Remus’ Bre’r 
Rabbit, only those of us who were born in 
the brier patch can take relish in such a 
project. I might add that the only ones who 
are qualified to take on such a chore as the 
subject of an hour’s presentation are those 
who are bold, brave and from out of town. 
I assure you that I approach this assign- 
ment with proper humility; believing that 
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this is a subject to which each of us here 
could make his contribution, I regret that 
I cannot serve as the leader of the band 
rather than in the role of soloist. Having 
made my professions, let me now see what 
I can offer you which may be of some 


usefulness. 


Obviously, the range of subject matter is 
so broad and of such complexity that a 
fairly arbitrary selection has been neces- 
sary. I have made the choice somewhat at 
random from problems and points which 
have come to my attention and I have made 
no effort to strain through all of statute, 
regulations and growing bibliography to de- 
termine what may seem to be the most im- 
portant, the most complicated or the most 
insoluble of these problems. 


Corporate Reorganizations 
and Section 355 


Problems on fitting Section 355 into the 
1954 Code.—The apparent intent of the en- 
actment of Section 355 was to provide a 
coherent and exclusive tax pattern for cor- 
porate separations which would largely sup- 
plant the corporate-reorganization provisions 
in governing separations, would be very 
nearly free from any dependence on the cor- 
porate-reorganization provisions and would 
take precedence, where applicable, to other 
provisions dealing with corporate distribu- 
tions and liquidations. 


Speaking from the standpoint of Internal 
Revenue Code arrangement, the first step in 
this direction was to limit, by Section 354 
(b), the application of the type of corporate 
reorganization by which separations have 
historically been governed—the “D” type.’ 
Thus, except where it precedes a distribu- 
tion under Section 355, it is restricted largely 
to cases of simple reincorporations, as where 
Corporation X transfers substantially all of 
its assets to Corporation Y, in which stat- 
utory control is owned by X or its present 
or former stockholders, followed by the li- 
quidation of X, in which all of the Y stock 
and securities, together with any residual 
assets of X, are distributed. The regulations 
make it clear that the assets must be trans- 
ferred to a single transferee corporation. 
Assets retained or received by X from Y, 
under the regulations, are permitted to be 
used by X to pay off liabilities not repre- 
sented by securities, which are “incurred in 


the ordinary course of business before the 
reorganization,” * but otherwise the rules 
are inflexible. 

As a second step, the <lefinition itself of 
a “D”-type reorganization was altered so 
that corporate transfers ty a controlled cor- 
poration, except in the case of simple rein- 
corporations and a few other relatively rare 

te , 
cases, are not covered by’Section 368(a)(1) 
(D) unless stock and securities of the con- 
trolled corporation received in the transfer 
are distributed in a transaction that qualifies 
under Section 355 or the “boot” provisions 
of Section 356 relating to Section 355. These 
changes insure that corporate split-ups, for 
example, which involve transfers to more 


than one corporation, and corporate split- 
offs, which involve the transfer of only a 
portion of the assets of the distributing 
corporations, will no longer fall within the 
corporate-reorganization provisions unless 
they qualify also under Section 355. 


A third step was to eliminate the separate 
reorganization provision * dealing with spin- 
offs so that they, too, are now governed by 
Section 355. 

These amendments were all aimed at in- 
suring that the three predominant types of 
corporate separations will be tested exclu- 
sively under Section 355.* The regulations 
completed the pattern by providing that “a 
distribution to which Section 355 applies (or 
so much of Section 356 as relates to Section 
355) is not a distribution in partial liquida- 
tion within the meaning of Section 346(a).”” 
It may have been regarded as not necessary 
to make any special provision in recognition 
of the fact that transfers to controlled cor- 
porations preceding separations could be 
carried out tax-free under Section 351 with- 
out regard to whether they fall within the 
“D”-type reorganization definition, but it 
was, nevertheless, provided that Section 355 
is to apply, in any event, to distributions of 
the stock of a controlled corporation whether 
or not preceded by, or carried out as a part 
of, a corporate reorganization.® 


These changes may be admired for sev- 
eral reasons, including the elimination of the 
necessity to precede a separation with trans- 
fers to controlled corporations, whether’ or 
not required by the facts, and the generally 
laudable objective of bringing into being a 
single governing section. At the same time, 
however, by divorcing from the reorganiza- 
tion provisions virtually all corporate sep- 





1 Sec. 368(a)(1)(D). 

* United States Treasury 
1,354-1(a). 

§ 1939 Code Sec. 112(b)(11). 
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arations except those qualifying under Section 
355, these changes have created some holes 
and some This development is 
given by the fact that 
Section 355 lays down some very rigid rules 


confusion. 
more significance 
(such as the five-year rules relating to the 


separate operation and ownership of a 
business) which will cause many corporate 
separations, formerly governed by the cor- 
porate-reorganization provisions of the 1939 
Code, not to qualify under Section 355 and, 
particularly in where “boot” is in- 
volved, some unlooked-for results to follow. 


cases 


Thus, in the case of a split-up which can- 
not qualify under Section 355 because, for 
example, the businesses were bought 
within five not been 
operated as for five 
years, the distribution of the stock of con- 
trolled Corporations Y and Z by Corpora- 
tion X in complete liquidation of X will be 
governed only by the; provisions relating to 
complete liquidations, Section 33l(a), and 
any gain will be taxed at capital gains rates. 
This result may be the correct one; al- 
though one consequence of the split-up is 
that X’s earnings and profits do not pass 
to Y and Z—and thus the earnings and 
profits have, in effect, been distributed to 
the stockholders at capital gains rates "— 


for 
cash have 


businesses 


years or 
separate 


this result may be defended on the ground 
that a tax has been paid while the assets 
remain in the corporate solution. The earn- 
ings and profits would be allocated to the 
controlled corporation under Section 355, 
but this may be argued to be one price paid 
for the tax-free character of the distribu- 
tion. It should also be pointed out that, 
consistent with this result, tax at- 
tributes, such as the net operating loss 
carry-over of X, will not pass to Y and Z.* 


other 


When we change the foregoing facts to a 
case where cash is distributed by X in addi- 
tion to the stock of Y and Z, the result 
would still, as a technical matter, seem to 
be that the cash, along with the stock dis- 
tributed, would fall tinder Section 331(a) 
and the gain would be taxed at capital gains 
rates, Under the 1939 Code, this result 
would not have followed, since the split-up 
would in all likelihood have qualified as a 
“D” reorganization, and the gain, to the 
extent of the cash, would have been taxed 
as “boot” under Section 112(c)(1) and, thus, 


probably as a dividend to the extent of each 
stockholder’s ratable share of earnings and 
profits.’ 


It is questionable whether this result, 
which would permit earnings to be dis- 
tributed at capital gains rates, but which 
clearly follows from adjustments made to 
introduce Section 355 into the Code, was 
intended. Furthermore, it is possible that 
the Treasury Department will not allow 
this result to go unchallenged. It might be 
argued that the intent of Section 355 is so 
clear as to indicate that separations which 
cannot qualify under its strict terms are, 
automatically, to be subjected to dividends 
treatment. The general intent of Section 
355 might be contended to require that the 
dire consequences of dividends taxation fol- 
low, since the section was placed in thé 
statute as a safeguard to prevent the with- 
drawal of essentially dividend income under 
the guise of a separation. Any distribution 
which failed to meet this test, it might be 
argued, should, therefore, solely by reason 
of such failure, be taxed as a dividend—a 
result which follows automatically in any 
case where there is a spin-off. But the hard 
words of the statute leave no room for this 
argument, since Section 331(b) provides 
that Section 301 shall not apply to distribu- 
tions in complete or partial liquidations. 

It is quite possible that the Treasury De- 
partment will seek to tax the “boot” dis- 
tributed, on the contention that it constitutes 
a distribution under Section 301 even though 
effected coincidentally with a complete liqui- 
dation. We will return to this possibility in 
dealing with the provisions of the regula- 
tions issued under Section 301. 


Results somewhat similar to those in the 
of a split-up not qualifying under Sec- 
355 would seem to follow, under the 
provisions of the statute, where there 
split-off which does not qualify under 
Section 355 and in which the transferor 
Corporation X transfers only a portion of 
its assets to Y, followed by a distribution 
in partial liquidation of the Y stock plus cash. 
This distribution would be taxed under Sec- 
tion 346(a) and Section 302, and would 
result in capital gains tax if it qualified 
under the provisions of these sections. The 
distribution of cash would not be taxed as 


case 
tion 
bare 
is a 





™Sec. 312(i): Reg. Sec. 1.312-1l(a)(1). Cases 
under the 1939 Code treated split-ups (as well 
as split-offs) as reorganizations (see. for ex- 
ample, Rena B. Farr, CCH Dec. 21,044. 24 TC 
350 (1955), and Heatley Green, CCH Dec. 
12.922-E, 1 TCM 297 (1942)) and held that the 
earnings and profits were apportioned, in the 
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ease of split-ups. to the split-up corporations. 
See Stella K. Mandel, CCH Dec. 14,732, 5 TC 
684 (1945). 

8’ Rev. Rul. 56-373, I. R. B. 1956-32, 35. 

® 1939 Code Sec. 112(c)(2): see Commissioner 
v. Estate of Bedford, 45-1 ustc § 9311, 325 VU. S. 
283. 
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the 
more 


boot as under 1939 Code.” Here the 
result may be defensible, since the 
cash distribution must pass the strict pro- 
visions of Sections 302 and 346 if capital 
gains treatment is to result, This represents 
a departure from holdings under the old 
Code, as in the Lewis case," where—under 
the old “D” definition of a reorganization— 
the property distributed with the Y stock 
was treated as “boot.” 

In the case of a nonqualifying spin-off, of 
course, the distribution would be taxed 
under Section 301, and this result is to be 
expected. This difference in treatment be- 
tween split-ups, split-offs and spin-offs points 
up the fact that different tax treatment will 
follow, dependent on which divisive method 
is adopted in the case of a separation not 
qualifying under Section 355. Thus, con- 
trary to one generally accepted objective 
of Section 355 to eliminate or make unim- 
portant any distinctions turning on the 
method elected to be followed in effecting 
a separation, it may be quite important, in 
the case of a separation which does not fall 
within Section 355, which method is elected 
—whether split-up, split-off or spin-off. 
Clearly, split-ups are the favored mode 
where there can be no qualification under 
Section 355. 


An additional result of the adjustments to 
the statute necessitated by introducing Sec- 
tion 355 is to complicate somewhat the 
work of the Treasury Department in deal- 
ing with reincorporations following complete 
liquidations where only a portion of the 
assets are placed in the new corporation and 
the remainder are retained by the stock- 
holders, with any gain being taxed at capi 
tal gains rates only. Under the old Code, 
the definition of the “D”-type of reorgani- 
zation facilitated the treatment of the assets 
which were retained as “boot” subject to 
dividends taxation.” Under the new defini- 
tion of “D,” however, since the transfer to 
the new corporation would qualify under 
“D” only if all of the assets were transferred 
to it or if the distribution qualified under 
Section 355, the taxation of the assets re- 
tained by the stockholders is made difficult. 
The Senate rejected the special provisions 
written into the House bill to deal with the 
liquidation-reincorporation problem and it 
was noted that “the possibility of tax avoid- 
ance is not sufficiently serious to require a 


special statutory provision. It is believed 
that this possibility appropriately be 
disposed of by judicial decision or by regu- 
lation ,...”* The regulations now provide: 


can 


“A liquidation which is followed by a 
transfer to another corporation of all or 
part of the assets of the liquidating cor- 
poration or which is preceded by such a 
transfer may, however, have the effect of 
the distribution of a dividend or of a trans- 
action in which no loss is recognized and 
gain is recognized only to the extent of 
‘other property’. See Sections 301 and 356.” * 

Technical difficulties undoubtedly lie in 
the way of applying this provision of the 
regulations, especially to the extent it at- 
tempts to treat the distribution under Section 
356, since there is no longer a reorganiza- 
tion and, therefore, no “loot” to be attached. 


The regulations may have laid the ground 
for attempting to reach this and some other 
fringe transactions in the following provisions : 

Section 1.301-1(1) reads in part as follows: 


“(1) Transactions treated as distribu- 
tions.—A distribution to shareholders with 
respect to their stock is within the terms of 
Section 301 although it takes place at the 
same time as another transaction if the dis- 
tribution is in substance a separate trans- 
action whether or not connected in a formal 
sense. This is most likely to occur in the 
case of a recapitalization, a reincorporation, 
or a merger of a corporation with a newly 
organized corporation having substantially 
no property.” 


The simplest case of a transaction falling 
within this provision is that of a recapitali- 
zation in which common stock is surrendered 
common stock and bonds. If this 
entire exchange is a reorganization, the 
market value of the bonds constitutes “boot,” 
the exchanging stockholder’s gain is 
taxed as ordinary income to the extent of 
his ratable share of the undistributed earn- 
ings and profits of the corporation accumu- 
lated since February 28, 1913. On the other 
hand, if the distribution of the bonds is 
viewed as a separate transaction connected 


for new 


and 


in form only with the exchange of com- 
mon stock, this distribution may be treated 
as a dividend, and taxed regardless of whether 


stockholder has a gain on 
The Treasury Department 


the exchanging 
the exchange. 





1%” Becher v. Commissioner, 55-1 ustc { 9335, 
221 F. (2d) 252 (CA-2). 

1 CCH Dee. 15,029, 6 TC 455, rem'd, 47-1 ustc 
§ 9215, 160 F. (2d) 839 (CCA-1), on remand, 
CCH Dec. 16,433, 10 TC 1080 (1948), aff'd, 49-2 
ustc { 9377, 176 F. (2d) 646 (CA-1). 
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appears to have opened the way to such a 
position in this provision of the regulations.” 


It may be open to the Treasury, under 
this provision, to attempt to reach and tax 
as dividends cash distributions in connec- 
tion with split-ups and _ split-offs, since 
these might be argued to be mere distribu- 
tions of earnings connected in a formal way 
only with the split-up or split-off and, 
therefore, not entitled to treatment under 
Section 331 even though in complete liqui- 
dation and even though Section 331(b) 
expressly negatives the application of Sec- 
tion 301 in this case. These regulations 
should not, in any event, be pressed to an 
attack on a split-up involving no “boot,” 
where an adequate business purpose prompted 
the transaction. 


This provision of the regulations as ap- 
plied to other reorganization exchanges also 
bears further analysis. It is not limited to 
situations in which the lack of an adequate 
business purpose can be argued, in which 
case, presumably, the exchange of the stock 
as well as the distribution of the bonds in 
the recapitalization referred to above might 
be taken out of the reorganization and re- 
lated boot provisions. This was the approach 
of the Bazley and Adams cases™ under the 
1939 Code, in which it was held that the 
entire transaction failed to qualify as a 
legitimate reorganization. Under this pro- 
vision of the regulations, however, it may 
be open to the Commissioner to argue that 
while the reorganization itself is prompted 
for sound business reasons, the receipt of 
the bonds as a part of the exchange is not 
an integral part of the reorganization, and 
that while the tax-free character of the ex- 
change of stock may be respected, the dis- 
tribution of the bonds must be treated as a 
dividend. This fragmentation of the business- 
purpose standard permitting one facet of a 
purported reorganization exchange to be 
isolated and tested separately could, if ap- 
plied aggressively, lead the Commissioner 
to challenge transactions heretofore re- 
garded as entirely legitimate and to impose 
unexpected dividends treatment on “boot” 
where no over-all gain is realized. Thus, 
under the Basley and Adams cases it had 
normally been considered that if the reor- 
ganization was itself to be respected as 
prompted by sound business motives, ex- 
changes made pursuant to the plan of reor- 





% See also Rev. Rul. 56-184, I. R. B. 1956-18, 31. 

% Bazley v. Commissioner and Adams v, Com- 
missioner, 47-2 ustc { 9373, 331 U. S. 737. 

1 Groman v. Commissioner, 37-2 ustc { 9533, 
302 U. S. 82; Helvering v. Bashford, 38-1 vustc 
§ 9019, 302 U. S. 454. 
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ganization would be governed by these 
sections. The 1954 Code explicitly changed 
these principles only to the extent of taxing 
as boot the excess of securities received 
over securities surrendered. The Commis- 
sioner’s extension and adaptation of the 
change to permit him to treat as dividends 
those distributions made in connection with 
a reorganization or liquidation which are 
related only in a “formal sense” represent 
a possible trouble spot which may result in 
future litigation. 


Ghosts of Groman and Bashford.—De- 
spite the efforts of Congress toward this 
objective in the 1954 Code, we have not 
seen the last of the problems raised by the 
Groman and Bashford cases." You will recall 
that the general principle extracted from 
these cases was to the effect that a corpora- 
tion which was a party to a tax-free re- 
organization forfeited its status as a party 
to the reorganization (and, thus, generally 
caused the reorganization to lose its tax-free 
character) if, immediately after the reor- 
ganization—or even at some later time, if it 
was all according to plan—the assets or 
stock acquired in the reorganization were 
transferred to a subsidiary corporation.” 


Since this general rule hampered the proper 
arrangement of assets as required for busi- 


ness reasons and seemed to be based more 
on technical objections than on the realities 
of the situation, it was subjected to a long 
history of criticism from which Congress 
was prompted to act in 1954 to modify it 
substantially. The rule remains, however, 
in important part; in implementing the 
elimination of the rule in other areas, diffi- 
culties still seem to plague us. 


The basic rule itself is still in force in 
the case of a “B”-type reorganization where 
Corporation X acquires stock of Corpora- 
tion Y solely for voting stock of X, im- 
mediately after such acquisition X being in 
statutory control of Y. X is not free to 
transfer all or any part of the acquired 
stock constituting, control to its controlled 
subsidiary Z immediately after the acquisi- 
tion, or thereafter as a part of the over-all 
plan of acquisition. The transfer of the Y 
stock to Z will cause the acquisition of the 
stock by X to be a taxable transaction. The 
reasoning behind this rule, as set out in the 
Groman case, is that X, after the transfer, 
is not a party to the reorganization and that 


Commissioner, 39-2  ustc 
{ 9573, 105 F. (2d) 311 (CCA-3), cert. den., 308 
U. S. 575; Richard K, Mellon, CCH Dec. 16,775, 
12 TC 90 (1949). 
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the Y stockholders, through their owner- 
ship of X stock, do not have a sufficient 
continuity of interest in the assets formerly 
owned by Y. This rule would also not per- 
mit the Y stockholders to transfer their 
stock directly to the subsidiary Z Corpora- 
tion, in exchange for X stock either issued 
directly by X or transferred by Z. It should 
be possible, however, for X to transfer to 
Z any part of the Y stock not required to 
establish its statutory control of Y and, thus, 
up to 20 per cent of the acquired stock where 
100 per cent of the stock of Y is acquired; the 
transfer of such a minority interest is not 
likely to serve any purpose where the sup- 
posed reason for any transfer would be to 
vest control of the newly acquired subsidiary 
in an existing subsidiary. It may also be 
open to X to liquidate Y and, thereafter, to 
transfer its assets to Z, but iis procedure 
will not suffice where it is desired to con- 
tinue Y in existence in its present corporate 
form and, at best, this is a roundabout way 
of accomplishing what it should be able to 
do directly, 


This continuation of the Groman rule as to 
stock acquisitions, after its elimination in 
merger and other assets acquisitions, would 
not appear to be defensible. No reasons are 
readily apparent why readjustments should 
not be permitted to be made as freely with 
acquired stock interest as with assets. Con- 
tinuity-of-interest requirements would ap- 
pear to be met here as well as in mergers 
where the rule has been changed. The 
Treasury Department and the Congres- 
sional committees have been urged to con- 
sider remedial legislation.” It is somewhat 
ironic to note that although the Congres- 
sional committee reports announced this 
change made here in 1954 as a modification 
of the rule of the Groman and Bashford cases, 
the holdings of these cases, both of which 
related to stock acquisitions, were not dis- 
turbed by the 1954 Code. 


The partial elimination of the Groman and 
Bashford rule comes in two ways: first, by 
provision of Section 368(a)(2)(C) that, fol- 
lowing a merger or a practical merger (a 
“C”-type reorganization), the acquiring cor- 
poration may transfer some or all of the 
acquired assets to a corporation in which 
the acquiring corporation owns statutory 
control. As a technical matter, the controlled 
subsidiary does not become a party to the 
reorganization but, by specific provision of 
Section 368(b), the parent corporation con- 


tinues to be a party to the reorganization 
after the transfer of assets to the subsidiary. 


The second change is by provisions of 
Section 368(a)(1)(C) and Section 368(b) 
that, in the case of a practical merger, the 
stock which is exchanged for the assets may 
be stock of a corporation owning statutory 
control of the acquiring corporation. Here, 
as a technical matter, the definition of a 
“C”-type reorganization is expanded to in- 
clude the case where stock of the parent of 
the acquiring corporation is used and specific 
provision is made by Section 368(b) that 
both the parent and the subsidiary are 
parties to the reorganization. 


Under the provision permitting transfer 
of acquired assets to a controlled subsidiary, 
the disposition of assets, liabilities and 
carry-overs between parent and subsidiary 
may pose difficulties both practical and tech- 
nical. As a practical matter, it may be desired 
to retain a portion of the assets (such as 
liquid assets or real estate) in the parent 
while handing on the going business to a 
subsidiary, This the statute clearly permits 
without restrictions. However, liabilities 
must ordinarily, as a business matter, be 
divided up along with the assets, and the 
consequences of this are not clear. Suppose, 
for example, that a going business (all of 
Corporation Y’s assets) complete with ac- 
counts payable and bank loans is acquired 
by Corporation X solely for its voting stock 
and, as a part of the plan, X extracts from 
the business some surplus liquid assets and 
the plant building before handing the re- 
mainder over to its controlled subsidiary, Z 
Corporation. Is it permissible for Z to 
assume liability for the accounts payable 
and the bank loans, with X being released 
from such liabilities if it has assumed them 
at all, or might the Treasury Department 
contend that, since the acquiring corpora- 
tion X has not in reality assurned the lia- 
bilities, the acquisition is not a “C”-type 
reorganization, stock of X plus assumption 
of liabilities by other than the acquiring cor- 
poration being the consideration given in 
the acquisition? Such a contention would 
appear to be possible under the literal words 
of the statute which refers only to assump- 
tion of liability by the acquiring corporation. 
The statute leaves no room for doubt that 
the acquiring corporation in this case is X, 
and not Z. 


It would also seem to be possible, on the 
same general technical basis, for the Treas- 








1% See Report of Committee on Taxation, Asso- 
ciation of the Bar of the City of New York 
(February, 1955), pp. 33-34. 
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ury Department to object—where the ac- 
quiring parent assumes the liability and 
remains liable after the transfer, but where 
the subsidiary assumes the liability 
according to plan—on the grounds that the 
consideration consists, in part, of the as- 
sumption of liability by the subsidiary, a 
corporation which is not the acquiring cor- 
poration. Where the property is merely sub- 
ject to a liability which is not assumed, no 
difficulty would appear to arise. 


also 


Use of the alternative approach of a di- 
rect acquisition of assets by the subsidiary 
in many cases will not solve these prob- 
lems this case, a transfer of the 
desired portion of the acquired assets to 
the parent is not permitted by the Groman 
and Bashford rule. In case the transferor 
corporation insists on a guarantee of lia- 
bilities by the parent corporation (as might 
be expected in many situations), the same 
objections may apply as where the parent 
acts as the acquiring corporation and the 
subsidiary assumes or guarantees liabilities. 
The procedure of a statutory merger of the 
corporation and the transferor 

with stock of the parent cor- 
poration being issued in the transfer, would 
not be permitted, since Section 368(b) does 
not recognize the right of the subsidiary to 
acquire assets in exchange for stock of its 
parent in a statutory merger. Such a “merger” 
may not be permitted in any event under 
the corporate laws of the various states, a 
prerequisite to qualification under Section 
368(a)(1)(A). By the same token, a merger 
of the parent and the transferor corpora- 
with stock of the subsidiary being 
issued, would not be permitted. In either of 
these cases—that 1S, either of a merger of 
the parent or the subsidiary with the trans- 
feror corporation in exchange for stock of 
other—the merger would probably be 
tax-free if the acquiring corporation, in ad- 
dition to transferring stock of its controlled 
subsidiary or controlling parent, transferred 
sufficient of its own stock to meet the con- 
tinuity-of-proprietary-interest test, but the 
stock of the parent or subsidiary, as the 
case might be, would be “boot,” and thus 
tax-free by the transferor’s 


since, in 


subsidiary 
corporation, 


tion, 


the 


not received 
stockholders 


The only solution to these difficulties ap- 
pears to be amendment of the statute. Un- 
and until that is done, insuperable 
difficulties may well lie in the way of realiz- 
ing the full expected of Section 
368(a)(2)(C) 


less 


benefits 


A collateral question relates to the carry- 
over of various tax attributes which, under 


896 


December, 1956 @ 


Sections 381 and 382(b), pass to the ac- 
quiring corporation in a tax-free merger or 
practical merger. These tax attributes, un- 
der the statute, may pass only to the acquir- 
ing.corporation and not pass with the assets 
upon their transfer to a controlled subsidi- 
ary corporation. This result may also pose 
practical difficulties as, for example, in the 
case of net operating loss carry-overs and 
earnings and profits. There may well be 
sufficient room in interpreting the statute 
for the regulations to provide for all tax 
attributes under Sections 381 and 382(b) to 
pass to the subsidiary corporation with the 
If the regulations do not so pro- 
vide, this: would also appear to be a fit sub- 
ject for statutory amendment. 


assets. 


In an effort to adapt the statute closer to 
realities, the provision noted above was in- 
cluded in Section 368(b), permitting the 
assets in a practical merger to be trans- 
ferred directly to the subsidiary in exchange 
for stock of the parent. Unfortunately, 


however, neither the statute nor the regula- 
tions covers certain critical details and the 
regulations introduce a complicating require- 
ment which seems to have no foundation in 
legislative history. 


The statute does not indicate how the 
acquisition is to be accomplished—that is, 
whether the parent may issue its stock di- 
rectly to the transferor corporation with the 
assets passing directly to the subsidiary or 
whether it is necessary that the parent first 
issue its stock to its subsidiary, with the 
stock to be handed over by the subsidiary to 
the transferor. Literally, the statute speaks 
only of the subsidiary as the acquiring cor- 
poration and envisages a transfer to the 
subsidiary “in exchange for” stock of the 
parent, which may be argued to exclude a 
direct issuance of stock by the parent to 
the transferor since, in that case, the sub- 
sidiary acquiring the assets would itself 
have exchanged nothing for the acquired 
assets. Such an argument is believed to be 
unduly narrow, considering the liberalizing 
intent of this provision, and the way should 
be cleared by the regulations for direct issu- 
ance of the stock to the transferor by the 
parent corporation. 


But if the issuance of stock is direct from 
the parent to the transferor, is it clear 
enough that the subsidiary takes the ac- 
quired assets at the basis of the transferor? 
The only obstacle to this result would ap- 
pear to be the conceptual objection under 
which the subsidiary may be said to have 
exchanged nothing for the assets and, as indi- 
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cated before, this objection would appear 
to have no substance. 


If, for other reasons, the parent’s stock is 
first transferred by the parent to the sub- 
sidiary as a contribution to capital and by it 
exchanged for the assets, complications en- 
sue in that the stock would appear to have 
no basis to the subsidiary, anda gain might 
be held to be realized by the subsidiary on 
the use of the stock to acquire the assets. 
If the parent issues the stock directly, an 
adjustment to the parent’s basis in the stock 
of its subsidiary should be made, but this is not 
so clear if the parent issues its stock to the 
subsidiary for retransfer by it to the transferor. 


The regulations impose the requirements 
that where the stock is acquired by the sub- 
sidiary using stock of the parent, the stock 
must consist solely of stock of the parent 
and not of a mixture of stock of the parent 
and subsidiary. There would not appear to 
be any basis in the statute or legislative 
history for this requirement, and no reason 
is readily apparent why a mixture of stock 
should not be permitted. It is possible that 
this is a vestigial holding from the Groman 
and Bashford cases, which involved the issu- 
ance of mixed stock of the parent and sub- 
sidiary, but this partial holding in these 
cases should not be considered still to be the 
settled rule in view of the plain intent of 
Congress to override these decisions, at least 
insofar as they relate to “A”- and “C”-type 
reorganizations. It is also possible that the 
Treasury Department’s purpose in making 
this provision was to prevent any possible 
use of this arrangement to set the stage 
for a bail-out; while there may be some 
merit in this reasoning, it does not seem 
adequate to support the regulations. 


It is possible that the application of this 
provision of the regulations may be avoided 
to some extent where the stock of the 
parent which is used bulks less than 20 per 
cent of the consideration. In which case, if 
the remainder of the the 
transfer consists of voting stock of the sub- 
sidiary and the amount of the liabilities 
assumed or taken subject to (when added 
to the value of the parent’s stock and other 
boot) does not exceed 20 per cent that the 
transaction would still be considered a “C”- 
type reorganization with the parent’s stock 
being taxed as “boot.” This provides scant 
relief, however. This provision of the regu- 
lations would seefn io be out of order, and 
should be changed. 


consideration for 


Stock Redemptions 


When the Senate Finance Committee re- 
ported out H. R. 8300, which was to be- 
come the Internal Revenue Code of 1954, it 
stated with respect to subsection (b) of 
Section 302; “In general, under this sub- 
section your committee intends to incor- 
porate into the bill existing law as to whether 
or not a reduction is essentially equivalent 
to a dividend under Section 115(g)(1) of 
the 1939 Code, and in addition to provide 
three. definite standards in order to provide 
certainty in specific instances.” ” 

This generally declared intent, with the 
exception of the reference to the three def- 
inite standards, has not been borne out by 
the statute and the regulations.” There is 
now real doubt as to how much, if any, of 
the case law under the 1939 Code can be 
relied upon in issues of essential equivalency 
to a dividend arising in stock redemptions. 


The pattern adopted by the Code itself 
spelled the first departure. Under the old 
Code, it will be recalled, the concep: of a 
distribution in partial liquidation was the 
only available tool in reaching capital gains 
treatment on a redemption other than in 
complete liquidation, and the dividend- 
equivalency test was, as the Senate com- 
mittee noted, “incoherently aggregated” with 
the question of whether the corporation had 
accomplished a partial liquidation.” A sepa- 
rate Section 346 invented to govern 
distributions which represent a genuine par- 
tial liquidation from the corporation’s stand- 
point, and Section 302 provided to 
determine the question of whether, tested at 
the stockholders’ level; a distribution in 


was 


was 


redemption of stock is essentially equivalent 
to a dividend, as well as to apply the three 
definite standards. Specific recognition was 
given by Section 346(c) and, more broadly, 


by the regulations, to the fact that dis- 
tributions might fall in both Sections 302 
and 346, in which case the more liberal pro- 
visions of Section 346 are 
application. 


given exclusive 

This change in statutory pattern renders 
much of the case law under the 1939 Code 
of highly doubtful application in determin- 
ing, under Section 302(b)(1), when a dis- 
tribution—viewed from the stockholder level- 
is not essentially equivalent to a dividend. 
Obviously, the factors covered by the spe- 
cific tests—substantial disproportion in re- 
demption and 


complete elimination of a 





*”S. Rept. 
(1954). 
1 Reg. Sec. 1.302-2(a)-(b). 


1622, 83d Cong., 2d Sess., p. 233 


Federal Tax Conference 


*S. Rept. 1622, 83d Cong., 2d Sess., p. 49 
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stockholder’s interest—are now no longer 
to be urged either at all or with as much 
force as before. Section 302(b)(5) makes it 
clear that failure to meet the specific tests 
of substantial disproportion and termination 
of interest set out in Section 302(b)(2) and 
(3) is to be disregarded in determining 
dividends equivalency, but this would seem 
merely to leave room to advance, as a make- 
weight argument, that some disproportion 
among stockholders existed in the redemp- 
tion, although not enough to meet the spe- 
cific 20 per cent voting power reduction 
test. Any such argument, needless to say, 
is not likely to be given much attention and, 
in any event, offers no real grist for the 
mill under Section 302(b)(1). 


Many of the other factors considered of 
significance by the courts under Section 
115(g)(1) now rightfully are to be con- 
sidered only under Section 346. Much of 
the substance of the “net effect” test fre-- 
quently applied under the 1939 Code is no’ 
longer of any real consequence under Sec- 
tion 302(b)(1).*% For example, the previous 
financial history of the corporation, such as 
prior capitalization of earnings, the divi- 
dends-paying record of the corporation, the 
scope and profitableness of its operations 
following the distribution, or some specific 
corporate business purpose (as to pave the 
way for the issuance of stock to employees), 
all of which might be key factors in deter- 
mining “net effect” may now be of no fur- 
ther materiality under Section 302(b)(1). 
This would seem to be confirmed by a 
recent ruling where the redemption by the 
controlling stockholder of stock reducing 
his control from 81 per cent to 66 per cent 
in order to provide stock for purchase by 
key employees was held to be essentially 
equivalent to a dividend.” The circumstances 
surrounding the original issuance of the 
stock would also seem to be of little moment 
here, the regulations noting that it is im- 
material “whether all stock being redeemed 
was acquired by the stockholders from 
whom the stock was redeemed by purchase 
or otherwise” and also that the “provisions of 
the stock certificate” are of no significance.” 


The focus, must be shifted 
away from all of these factors in consider- 


therefore, 





“*3 See Flanagan v. Helvering, 40-2 ustc § 9710, 
116 F. (2d) 937 (CA of D. C.): Smith v. U. 8., 


41-2 usrc § 9565, 121 F. (2d) 692 (CCA-3); cf. 
J. Paul McDaniel, CCH Dec. 21,340, 25 TC 276 


(1955). 
* Rev. Rul. 56-182, I. R. B. 1956-18, 28. 


% Reg. Sec. 1.302-2(b). 
™S. Rept. 1622, 83d Cong., 
(1954). 
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ing issues arising under Section 302(b)(1). 
Of course, many of them may be of use- 
fulness in making a case under Section 346 
(a), but this somewhat artificial division of 
the issue between two sections of the stat- 
ute poses problems as to what is the proper 
orbit for Section 302(b)(1) and what can 
be salvaged from the prior case law. 


The report of the Senate Finance Com- 
mittee states that “the inquiry will be de- 
voted solely to the question of whether or 
not the transaction by its nature may prop- 
erly be characterized as a sale of stock by 
the redeeming shareholder to the corpora- 
tion.” * The regulations are not much more 
specific, noting, however, as some guide, 
that: 


(1) The determination depends on all the 
facts and circumstances of each case. 


(2) Pro-rata redemptions of stock, where 
there is only a single class, will generally 
be treated as a Section 301 distribution. 


(3) Redemption of al! of one class of 
stock, where all classes of stock are held 
in the same proportions, will generally be 
treated as a Section 301 distribution. 


(4) The determination is to be made 


“without regard to whether the corporation 


has earnings and profits.” 


The single example offered by the regu- 
lations in which a distribution in redemp- 
tion is not to be regarded as essentially 
equivalent to a dividend is that of a stock- 
holder who owns only nonvoting preferred 
stock in a corporation, one half of whose 
stock is redeemed by the corporation.” 
This may point the way to favorable treat- 
ment in many situations where the redeem- 
ing stockholder owns only preferred stock 
and no common stock.” It also seems 
likely that where the redemption is carried 
out by lot and involves the stock of a 
publicly held corporation, the ownership of 
a minor amount of common stock by the 
stockholder redeeming preferred stock will 
not cause it to be considered essentially 
equivalent to a dividend. It has also been 
suggested that, where a stockholder redeeming 
common stock loses control of the corporation 
as a result of the redemption, the Service will 
be compelled to recognize that he has made 


* Reg. Sec. 1.302-2(a)-(b). 

*” Reg. Sec. 1.302-2(a)-(b). 

%® See Rev. Rul. 56-485, I. R. B. 1956-40, 10, 
where pro-rata redemption of 20 per cent of 
preferred stock was held not essentially equiva- 
lent to a dividend where there were no propor- 
tionate holdings of common and preferred stock 
and no close control of corporation. 
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a sale to the corporation and not merely 
received a dividend, and this would seem 
to be a likely conclusion.” The fact that 
the stockholders whose stock is defined 
hold only a minority position is helpful.” 


The regulations state that “one of the 
facts to be considered in making this 
determination is the constructive stock 
ownership of such shareholder under Sec- 
tion 318(a).”™" The validity of this pro- 
vision would seem to be open to real doubt. 
It is undoubtedly premised on the provision 
of the statute found in Section 302(c)(1) 
which states: “In general—Except as pro- 
vided in paragraph (2) of this subsection, 
section 318(a) shall apply in determining 
the ownership of stock for purposes of this 
section.” The provisions of paragraph (2) 
do not relate to Section 301(b)(1). As a 
matter of statutory interpretation, it is 
doubtful that this provision can apply to 
Section 302(b)(1), which makes no express 
reference to ownership of stock.” 


The Treasury Department can point out, 
with some merit, that the determination as 
to whether a distribution in redemption is 
equivalent to a dividend necessarily and 
immediately involves the question of the 
extent of the stock ownership of the re- 
deeming shareholder and that the applica- 
bility of Section 302(c)(1) cannot be 
restricted narrowly to only those other sub- 
sections of Section 302 which expressly use 
the phrase “ownership of stock” or its 
equivalent. The Treasury might also point 
out that it followed this same view under 
the pre-1954 lav without the benefit of 
specific statutory language, and the addition 
of the broad attribution-of-ownership pro- 
visions of the 1954 Code has reinforced its 
position. : 


The language, however, introduces enough 
doubt to warrant, perhaps, resort to the 
legislative history for clarification, and the 
language of the Senate Finance Committee 
report set out above leaves little room for 
question that the committee intended to 
embrace the case law under the 1939 Code 
even though it dichotomized it into two, 
and some say three, pieces. 


Under the 1939 Code, the prevailing view 
was that no attribution of ownership was to 
be applied in determining the issue of 
essential equivalence to a dividend. The 
Service did not agree with this view, but 
the case law fully endorsed it. In Commis- 
sioner v. Snite™ the court proceeded on the 
premise that the stockholdings of husband 
and wife and cf trusts of which their chil- 
dren were beneficiaries and which had been 
established by the husband and wife were 
not to be attributed to each other. A similar 
view was followed in a number of other 
cases.” But if we have doubts as to the 
propriety of this rule, the Commissioner 
seems to have none; at least two rulings 
have been issued within the last year which 
apply attribution of ownership rules to 
cases arising under Section 302(b)(1).” 


There are no ready answers to a number 
of the points which give rise to trouble in 
this area. New molds have been provided, 
and new case law will have to come before 
we know what facts fit in which molds and 
how. I suggest only that. both from techni- 
cal and practical standpoints there are many 
questions to be settled, including these: 


(1) Does the greatly reduced applicability 
of the “net effect” test and the substitution 
of the test of whether a sale was made mean 
that the way may now be open to the 
Service to attach renewed significance to 
the circumstances of the issuance of the 
redeemed stock and the fact that it was 
issued as a stock dividend? Does it now 
become significant that the redeeming stock- 
holder purchased the stock which was 
originally issued as a dividend? May this 
all result in some revival for the so-called 
“intent” test which we have all believed to 
be extinct for some time?*® 


(2) Will the application of the attribu- 
tion-of-ownership rules to Section 302(b)(1) 
be upheld by the courts or sanctioned by 
the Congressional committees to which 
recommendations have already been sub- 
mitted for appropriate amendments to re- 
verse this provision of the regulations?” 


(3) Can a taxpayer faced with a re- 
demption decision safely rely on a combina- 





See Mertens, 
Subch. 3, pp. 34-35. 
® See Rev. Rul. 56-183, I. R. B. 1956-18, 29. 

* Reg. Sec. 1.302-2(b). 

“For a recent ruling applying the attribu- 
tion-of-ownership rules in holding the redemp- 
tion of stock held by an estate to be equivalent 
to a dividend, see Rev. Rul. 56-103, I. R. B. 
1956-12, 7. 

% 49-2 ustc { 9470, 177 F. (2d) 819 (CA-7), aff'g 
CCH Dec. 16,311, 10 TC 523. 
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% Jackson Howell, CCH Dec. 21,855, 26 TC —, 
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* Rev. Rul. 55-515, I. R. B. 1955-33, 7: 
Rul, 56-103, I. R. B. 1956-12, 7. 

% See Patty v. Helvering, 38-2 ustc { 9446, 98 
F. (2d) Ti? (CCA-2): Kirschenbaum v. Commis- 
sioner, 46-1 ustc { 9231, 155 F. (2d) 23 (CCA-2), 
cert. den., 329 U. S. 726 (1946); cf. Estate of 
Henry Golwynne, CCH Dec. 21,954, 26 TC —, 
No. 151 (1956). 

* Report cited at footnote 19, at pp. 13-14. 
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tion of Sections 302(b)(2) and 346(a) and 
proceed on the theory that, between the 
two, virtually all of the factors which were 
recognized under the pre-1954 case law still 
have significance—or must he make his 
case solely under one or the other? 


At the present time, these seem to be 


questions to be put to the wind but in time, 
let us hope, will come guidance. 


Problems Under Section 305(b) 


Section 305(b) of the 1954 Code provides 
for two exceptions to the general rule of 
Section 305(a) granting tax exemption to 
stock dividends. The first exception relates 
to stock dividends in discharge of prefer- 
ence dividends of the current and preceding 
years, and seems to have given rise to no 
particular problems of interpretation or 
application. 


The second exception excludes from tax- 
free status a stock dividend “if the distribu- 
tion is, at the election of any of the 
shareholders (whether exercised before or 
after the declaration thereof) payable either 
—(A) in its stock (or in rights to acquire 
its stock) or (B) in property.” This pro- 
vision, as indicated by the Senate Finance 
Committee carries into the 1954 
Code—merely amendments necessi- 
tated by the Code rearrangement—pro- 
visions of Section 115(f)(2) of the 1939 
Code.” The regulations promulgated under 
the new Code section raise no particular 
problems." Questions have arisen, how- 
ever, from the proposal of the Treasury 
Department to amend the regulations in 
several fairly drastic respects.” These pro- 
posed regulations are now pending for con- 
sideration before promulgation in final form. 


report, 
with 


The breadth of language of the proposed 
new regulations may be gathered from the 
following excerpts: “The distributions de- 
scribed in section 305(b)(2) are distribu- 
tions with respect to which there is or has 
been an the medium of 
payment by any shareholder after or before 
the declaration. Where such an election 
exists or has existed, the distribution of the 
corporation’s stock or rights to acquire its 
stock is not a distribution under section 
305(a). 


“ 


election as to 


A choice to receive payment in one 
medium or another may arise out of the 
terms of the declaration, the provisions of 


the corporate charter, the provisions of 
the stock certificates or the circumstances 
of the transaction. . . . It is immaterial 
whether the right to demand cash was 
waived before or after the declaration date 
by private agreement, by the terms of the 
charter, or otherwise. Where a corporation 
having two classes of common stock out- 
standing, with respect to which dividends 
may be paid in stock on one class and in 
money (or other property) on the other 
class, makes a distribution (or series of 
related distributions) in money (or other 
property) as to one class and in stock as 
to the other, the distribution of the stock 
is not under Section 305(a) since there is 
a choice as to the medium of payment of 
any distribution by virtue of the existence 
of the two classes of common stock.” 


The proposed regulations set out two 
examples, both of which deal with facts 
involving tax-free recapitalizations in which, 
in the first instance, the holders of the 
common stock of X exchange their shares 
for Class A and Class B shares, the share- 
holders being given an election to take all 
Class A or all Class B, or a mixture of 
both. Under the provisions of the shares, 
dividends may be paid in stock or cash on 
either the A or B stock without regard to 
the medium of payment of dividends on 
the other class. Thereafter, when dividends 
are declared payable in stock to Class A 
shareholders and in cash to Class B share- 
holders, the stock dividend to Class A is 
subject to tax. 


In the second instance, each shareholder 
surrendering common stock automatically 
receives Class A and Class B stock, as to 
each of which dividends may ‘be paid in 
stock or cash without regard to the medium 
of payment of dividends on the other class 
of stock. Where dividends are paid in 
stock on the Class A stock and in cash on 
the Class B stock, the stock dividend on 
the A stock is not exempt from tax even 
though, after the recapitalization and before 
the declaration, Class A or B shareholders 
may have sold some or all of their stock 
or exchanged stock of one class for the other. 


The proposed regulations appear to be 
aimed at arrangements previously sanc- 
tioned by Treasury Department rulings 
where there are two classes of stock on 
which stockholders of one class, pursuant 
to an announced policy of the board of di- 
rectors, receive cash dividends, and the 





“S. Rept. 1622, 83d Cong., 2d Sess., p. 241 


(1954). 
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stockholders of the other class receive stock 
dividends. The appeal in the market place 
of such an arrangement is readily apparent 
where some investors, being in higher tax 
brackets, may desire no taxable dividends 
while others may be interested in a cash 
return on their investment. The utility of 
such an arrangement to the corporation is 
also apparent where it desires to offer an at- 
tractive investment while at the same time 
it faces the need for the retention of cash 
earnings, to meet expansion requirements, 


otherwise to be used for dividends payments. 


It is pointed out that in some cases 
corporations fall into the practice of raising 
funds required for expansion by periodic 
sales of stock with the incident expenses 
of registration, accounting and legal fees, 
and compensation to investment bankers 
underwriting the issue, at the same time 
paying out dividends which would, if re- 
tained, meet the same need without these 
periodic expenses. The result of meeting 
such expenses through the issuance of addi- 
tional stock is to dilute the owner’s equity 
interests. The stockholders receiving the 
dividends are in no position to purchase 
the stock in order to preserve their equity 
interest, since the dividends are subject to 
income tax. The advantages of a stock 
dividend in these circumstances are obvious. 
However, it is not acceptable to all stock- 
holders for the corporation to pay only 
stock dividends and, thus, the compromise 
solution is devised to pay cash dividends 
only to those investors who so desire while 
paying stock dividends to remaining 
stockholders. 

Section 305(b) obviously applies to this 
type of arrangement where the choice be- 
tween cash or stock dividends can be exer- 
cised by the stockholders on an annua! 
The difficulties inhere in saying how 
wider application Section 305(b) 
have. 


basis. 
much 
should 

The Treasury Department apparently recog- 
nized, for a time, that such arrangements 
served a legitimate business purpose, and in 
a surprisingly liberal ruling permitted tax- 
free treatment to stock dividends received 
on one class of common stock which was 
freely convertible at any time into another 
class of common stock on which only cash 
dividends were paid. This arrangement came 
about on the announced objective of the 
corporation to deal with the situation out- 
lined above, and was effected on an amend- 
ment of the certificate of incorporation, 
under which the outstanding common stock 
was automatically reclassified into a new 
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series on which it was the announced in- 
tention of the board of directors to pay 
dividends only in cash. A limited period 
was provided in which stockholders were 
permitted to exchange all or any part of 
such shares into shares of another ciass 
on which the announced intent was to de- 
clare only stock dividends. After the ex- 
piration of this limited period, rights to 
convert cash-dividend stock into stock- 
dividend stock ceased, but the right con- 
tinued indefinitely, thereafter, to convert 
stock-dividend stock into cash-dividend 
stock except during the intervals between 
the declaration of the cash dividend and the 
record date for such dividend. The charter 
provided that cash dividends could be paid 
on either class of stock and also provided 
for parity in the value of dividends paid on 
stock of the two classes. 


The proposed regulations represent a 
fairly drastic reversal of this liberal policy. 
The vice of the proposed regulations is that 
they would appear to ground to 
which it is doubtful that the Treasury De- 
partment intends them to apply. 


cover 


For example, they would, on a literal 
interpretation, apply to any where 
Corporation X—from the time of its organi- 
zation—has, for entirely acceptable business 
reasons, maintained two stock, 
which were acquired on issue and are held 
by different groups of stockholders, where 
the medium of payment of dividends on the 


case 


classes of 


two classes might be different even though 
the directors have never utilized the power 
and consistently paid dividends on 
both either in stock or 
the same medium in each year. It might 
apply where such stock 
were issued in connection with a corporate 
acquisition such as a merger where the new 
stock shareholders in 


have 
classes, cash, in 


also classes of 


to be issued to the 


the merging corporation, as a matter of 
convenience, is set up as a separate class 
with charter provisions—perhaps even re- 
technical at the 
which the directors might employ different 


garded as time—under 


media in paying dividends on the two 
stock. The language of the 
regulations appears to 


of these situations. 


classes of 
proposed embrace 


both 

There is some basis for belief that in 
practice the regulations may be held to the 
type of cases cited in the examples there 
given, both of which involve recapitaliza- 
tions under which a single class of common 
stock is split into two classes, with either 
a choice in the stockholders as to the class 
to be received or an automatic distribution 
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of both classes to the stockholders pro rata. 
The Treasury Department would appear to 
be on more logical ground in contending 
that such an origin should taint the shares 
even though they pass into the hands of 
new investors in arm’s-length acquisitions. 
It would also, perhaps, be defensible to 
apply the provision to situations where the 
second class of stock is issued after the 
issuance of the first, with the stock being 
offered to the stockholders as a class. In 
either of these cases, there is an element of 
the owners of the corporation so reordering 
their own holdings as to permit those 
desiring cash dividends to receive cash and 
those desiring stock dividends to receive stock. 


However, to extend the statute to apply 
to any case where a corporation has out- 
standing—no matter how it got that way— 
two classes of shares which can accomodate 
different methods of payment would not 
appear to be within the intent of Congress 
in adopting Section 305(b)(2) as a con- 
tinuation of pre-existing law. Nothing ap- 
pears in the case law under the 1939 Code 
which would give any support for the 
proposed regulations. 


Problems Under Section 306 


The returns from the application of this 
section to transactions are as yet neces- 
sarily meager, since it has no application 
to stock received prior to June 22, 1954, 
or to stock received after that date in 
transactions which are subject to the pro- 
visions of the 1939 Code. However, the 
regulations have been in final form for 
some ten months, and rulings have been 
issued under Section 306(b)(4) and from 
these, as well as from the statutory pro- 
visions themselves, a number of trouble- 
some points have become apparent. 

Difficulty arises initially from the dis- 
parities which exist in the definition of 
Section 306 stock which is to be’ found in 
Section 306(c). This subsection, in loose 
summary, provides three categories of Sec- 
tion 306 stock consisting of (1) stock (other 
than common stock received on common 
stock) received as a stock dividend, (2) 
stock (other than common stock) received 
in a tax-free reorganization, either with 
the substantial effect of a stock dividend 
or in exchange for Section 306 stock and 
(3) stock (other than stock received in a 





“S. Rept. 1622, 83d Cong., 2d Sess., p. 244 


(1954). 
“ Reg. Sec. 1.306-3(d). 
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tax-free reorganization) the basis of which 
is determined by reference to Section 306 stock. 


The first variance among these definitions 
comes from the fact that common stock re- 
ceived in a reorganization cannot be classi- 
fied as Section 306 stock, while common 
stock received—other than in a tax-free 
reorganization—that is, either as a stock 
dividend on preferred stock or in exchange 
for Section 306 stock, will or can be classi- 
fied as Section 306 stock. Despite the pre- 
cision with which the statutory definition 
was drawn, it seems to be clear enough 
that commom stock which is Section 306 
stock can be converted into non-Section 306 
common stock by the simple expedient of 
exchanging it in a tax-free reorganization, 
such as a recapitalization, for new common 
stock. The reorganization must, of course, 
be bona fide and, thus, supported by an 
adequate business purpose, but this some- 
what casual result of a corporate reorgani- 
zation appears out of keeping with the 
otherwise rigid cul-de-sac which Section 
306 seeks to establish with respect to Sec- 
tion 306 stock received as a stock dividend. 
There can be little doubt under the legis- 
lative history that this result follows from 
a reorganization” but the regulations ex- 
pressly recognize it only in the case of a 
recapitalization, without indicating whether 
any significance is to be read into the fail- 
ure to refer, in this connection, to other 
types of corporate reorganization.“ I might 
say that many will question whether this 
relatively soft treatment of taxpayers in 
another otherwise tough section of the 
statute qualifies as a trouble spot; I point 
it out only because it is an area in which 
pressure for an amendment of the statute, 
or ad hoc loophole-closing efforts by the 
Commissioner (as, for example, a more 
rigid testing of reorganizations involving 
this feature) may be forthcoming. 


A second difficulty follows from the fact 
that the third portion of the definition of 
Section 306 stock—that is, stock the basis 
of which is determined by reference to the 
basis of Section 306 stock—does not apply 
to exchanges in reorganizations. The re 
organization portion of the definition oi 
Section 306 stock has its own built-in 
provision, of a somewhat similar nature, 
providing that where Section 306 stock is 
surrendered, stock received in exchange 
therefor is Section 306 stock.” But these 


® The statute seems ta be clear enough to 
the effect that Sec. 306(c){1)(C) has no applica- 
tion to Sec. 306(c)(1)(D), and the legislative 


history confirms it. See S, Rept. 1622, 83d 
Cong., 2d Sess., p. 244 (1954). 
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parallel provisions are not coincident, and 
this leads to some possible difficulties. 

For example, since Section 351 is out- 
side the reorganization orbit, a transfer of 
Section 306 stock to a controlled corpo- 
ration governed solely by Section 351 would 
result in the stock in the hands of the 
corporation being Section 306 stock after 
the transfer while, at the same time, the 
stock received by the transferor in ex- 
change for such Section 306 stock is itself 
also Section 306 stock under Section 306 
(c)(1)(C), since its basis will be deter- 
mined by reference to the basis of Section 
306 stock. This provision of the statute 
undoubtedly carries the application of the 
section beyond the limits of its objective 
to prevent the use of bail-outs, but the 
words of the statute admit no other inter- 
pretation. Of course, Section 306(c)(1)(C) 
has an important and legitimate role to 
perform, as it is written, in other areas, 
such as in the case of transfers by gift 
where, pursuant to this provision, the taint 
of Section 306 status follows the stock into 
the hands of the donee, since he must find 
his basis by reference to the basis of the 
Section 306 stock in the hands of his 
donor.” 


By contrast, Section 306 stock trans- 


ferred to a corporation in a tax-free re- 


organization will not retain its status as 
Section 306 stock under Section 306(c)(1) 
(B) although, of course, the stock received 
in the reorganization by the transferor of 
Section 306 stock will itself be Section 306 
stock. Thus, if Corporation X acquires stock 
constituting statutory control of Y Corpo- 
ration solely in exchange for X voting 
stock, any portion of the stock acquired 
by X which is Section 306 stock in the 
hands of the transferor will no longer be 
Section 306 stock in X’s hands. The stock 
received by the Y stockholders will be 
Section 306 stock except to the extent it 
is common stock; common stock received 
under these circumstances, as we have seen, 
will not be Section 306 stock. 

This variation between results in what 
may be regarded as largely parallel situ- 
ations is puzzling, and may give rise to 
suggestions for amending the statute. It 
becomes all the inore perplexing in a situ- 
ation which may fall within both Section 
351 and one of the reorganization pro- 
visions. Thus, suppose X Corporation’s 
sole asset consists of Section 306 stock 
which it transfers to Y Corporation solely 
for Y common stock and X has statutory 


# See also Reg. Sec. 1.306-3(c). 
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control of Y after the transfer; suppose X 
then liquidates so that the transfer falls 
within Section 368(a)(1)(D). The trans- 
fer also falls within Section 351. Will the 
Commissioner, on this basis, elect to treat 
the transfer as falling under Section 351, 
in which case the stock received by Y will 
be Section 306 stock, whereas, if the trans- 
fer were treated under the reorganization 
provisions, it would not be Section 306 
stock? The statute should not be pressed 
to this result but, as a technical matter, 
in any event, this possibility of treatment 
undoubtedly exists. 


Section 351 may be regarded by the 
Treasury Department, in other applications, 
as giving rise to an easy means of attempt- 
ing to defeat the basic operation of Section 
306. Suppose, for example, that since the 
issuance of a preferred-stock dividend on 
common stock would create Section 306 
stock, the stockholders of X determine to 
transfer their X stock to new Corporation 
Y in exchange for all of Y’s stock, consist- 
ing of common and preferred. It seems to 
be clear that the preferred stock is not 
Section 306 stock, since stock received un- 
der Section 351 does not fall within the 
statutory definition of Section 306 stock. 
However, if the preferred stock should 
thereupon be disposed of or redeemed, 
Section 306 might be invoked and the pre- 
ferred stock treated as Section 306 stock if 
the facts supported the contention that the 
transfer and the disposition or redemption 
were parts of a single plan and that the 
objective of the plan was to provide non- 
Section 306 preferred stock where the more 
direct procedure of a preferred-stock divi- 
dend would clearly produce Section 306 
stock. The Treasury Department might 
contend that the transfer to Y should not 
be taken into account and that the pre- 
ferred stock should be treated as a stock 
dividend. If the transaction included, by 
practical necessity, the liquidation of X 
shortly after the transfer, the way might 
be open to the Treasury Department to 
contend that the whole transaction fell 
within the definition of a reorganization 
contained in Section 368(a)(1)(D) and that 
the: preferred stock became Section 306 
stock pursuant to the provisions of Section 
306(c)(1)(B). This argument would pro- 
ceed on the premise that there had been a 
simple reincorporation of X or a transfer 
by X of all its assets to Y in exchange for 
stock of Y, which was then distributed to 
A and B as stockholders of X. 








In general, the area of legitimate appli- 
cation for Section 306 to stock received 
in transfers under Section 351 should be 
But it is, in any event, uncertain 
and a possible trap for stockholders follow- 
ing one route for effecting a corporate 


narrow. 


readjustment for wholly defensible busi- 
ness reasons. 
Perhaps the most unsatisfactory area 


under Section 306 is that to be found in 
that part of the definition of a Section 306 
stock received in a reorganization which 
requires that the transaction be “substan- 
tially the same as the receipt of a stock 
dividend.” Section 1.306-3(d) of the regu- 
lations provides that: 


“Ordinarily, section 306 stock includes 
stock which is not common stock received 
in pursuance of a plan of reorganization 
(within the meaning of section 368(a)) or 
received in a distribution or exchange to 
which section 355 (or so much of section 
356 as relates to section 355) applies if cash 
received in such stock would have 
been treated as a dividend under section 
356(a)(2) or would have been treated as a 
distribution to which section 301 applies by 
virtue of section 356(b) or section 302(d).” 


lieu of 


The effect of this provision of the regu- 
to apply the same tests applicable 
in the determination of whether “boot” re- 
ceived in a reorganization subject to Section 
356(a)(2) is to be treated as having the 
“effect of the distribution of a dividend,” 
without, at the same time, apparently apply- 
ing important limitations stated in the “boot” 
There can be little doubt, from 
the tenor of the which have ruled 
on, whether “boot” is to be treated as a 
dividend since the Bedford decision” that 
dividend will follow when there 
are earnings and profits and thus, for ex- 
ample, that preferred stock received in a 
tax-free merger by a stockholder exchang- 
ing non-Section 306 common stock where 
gain or loss is not recognized will, ordi- 
Section 306 stock. 
example given in the regulation con- 


lations is 


prov sm10ns 


cases 


treatment 


narily, be classified as 
The 
firms this breadth of application.” 

The vice of treating this situation under 
the “boot” that there are no ap- 
limitations as apply in the case of 


tests is 
parent 
“boot,” to the amount of the stockholder’s 
gain and the amount of his ratable share 


of the earnings and profits of the corpo- 


“ Cited at footnote 9. 

* Reg. Sec. 1.306-3(d), Example 1. 
” Sec. 306(c)(2). 

*® Reg. Sec. 1.306-3(a). 
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ration accumulated since February 28, 1913. 
It is, of course, necessary that the stock- 
holder have some unrecognized gain or loss 
on the transaction and, thus, if the stock- 
holder receives cash or other boot equal 
to or exceeding his gain, the preferred 
stock cannot, in the above circumstances, 
be classified as Section 306 stock.” But, so 
far as the statute and regulations indicate, 
if he has any amount of gain, the preferred 
stock will be held to be Section 306 stock 
even though the fair market value of the 
shares greatly exceeds such gain. When 
the stockholder has no gain, but realizes 
a loss which is not recognized, the treat- 
ment of the preferred stock as Section 306 
stock would seem to be open to even 
greater objection. 

There is also no indication that the stock- 
holder’s ratable share of the earnings and 
profits of the corporation need equal or 
exceed the value of the preferred stock or 
that the Section 306 character of the stock 
is limited in amount to such ratable share. 
The statute requires that the corporation 
have some earnings and profits at the time 
of the distribution, but that any amount will 
apparently suffice. The regulations confirm 
that the “total amount of the earnings and 
profits is immaterial.” ” : 

It is possible that the Treasury Depart- 
ment may, on further study of this matter, 
conclude that the extent to which stock 
received in a reorganization is to be classi- 
hed as Section 306 stock must be limited, 
if the test posed by the regulations is to 
be retained, by gain and by earnings and 
profits, as in the case of “boot.” The con- 
tention can be made, on the other hand, 
that Section 306 is designed to insure 
proper taxation only at the time the stock 
is redeemed or disposed of and that, con- 
sistently with this purpose, no significance 
should attach to the amount of either the 
gain or the earnings at the time of the 
distribution. It can also be argued, further, 
that relief from this unfair application of 
Section 306 is provided in the statute in the 
general exemption in cases where it can be 
established that the whole transaction was 
not one in pursuance of a tax-avoidance 
plan.” There are indications from rulings 
issued under this exception that some liber- 
ality will be followed in applying this ex- 
emption.” These are only partial answers, 
however, and they do not relieve the uncer- 
tainty which must necessarily attach in any 





51 Sec. 306(b)(4). 
® See Rev. Rul. 56-223, I. R. B. 1956-21, 8; 
Rev. Rul. 56-116, I. R. B, 1956-13, 6. 
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case where the Section 306 label is attached 
to stock. 

Many of these shortcomings flow from 
the regulations and not from the statute. 
It would seem that a more selective test 
than the cash-equivalence test should be ap- 
plied to determine whether stock received 
in a reorganization has the effect of the 
receipt of a stock dividend. Importation of 
a test worked out by court decisions to 
determine how “boot” is to be taxed, which 
in practice almost uniformly taxes “boot” 
as a dividend to the extent of gain and 
ratable shares of earnings, does not seem 
appropriate considering the general objec- 
tives of Section 306 and, in practice, would 


seem to cover stock received in circum- 
stances which negative the existence of 
bail-out pattern. A test more nearly in 


terms of the statute—equivalence to a stock 
dividend—would seem to lead to a more 
acceptable interpretation and application of 
the statutory provisions. 


Conclusion 


The principal trouble spots after two 
years under Subchapter C seem to me to 
cluster around those areas where the great- 
est change was effected by the 1954 Code. 
This is to be expected, since it is learning 
to live with the new which gives rise to 
new problems no matter with what care 


the change may have been planned. It may 
pe that the closer examination and testing 
which only time can give will show us that 
many of our troubles are only those of 
unfamilkarity and uncertainty,:and that others 
were only imagined. Undoubtedly, hovy- 
ever, further revision or interpretation will 
be required before the pattern of Section 
355 is rnore clearly settled and the changed 
pattern of Sections 351, 354(b) and 368(a) 
(1)(D) has been explored in all its ramifi- 
cations. There must be further guidance on 
how much of Groman and Bashford are left, 
and some second thoughts by the Congres- 
sional committees may indicate the desira- 
bility of doing away with them altogether. 

The new Code not solved all the 
problems following on stock redemptions 
but it has contributed some clarity under 
Section. 302(b). The chief area of confusion 
relates to how redemptions which do not 
fall within the rules of thumb are to be 
tested under Sections 302(b)(1) and 346. 


Finally, Section 306, while representing 
a thoughtfu! effort to correct the abuse of 
bail-outs, suffers from the complexity and 
the disparities which seem to exist in its 
definitions. As the newest and, in some 
ways, the most complex of the sections of 
Subchapter C, it can only be tested by fuller 
application, but it is apparent that changes 
in due course should be made. [The End] 
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California voters adopted proposals for 
huge bond issues totalling $800 million. 
They were asked one $500-million question. 
Two constitutional amendments concerned 
with taxes were adopted, too. One extends 
the tax exemption allowed churches to 
church parking lots made available exclu- 
sively for such parking, which have not 
been rented or used commercially during 
the preceding year. The other empowers 
the legislature, in view of the vagaries of 
the Colorado River channel, to redefine the 
state’s boundaries in cooperation with ad- 
joining states, subject to approval of Con- 
gress, and to provide for all matters involving 
property taxation affected by such changes. 

Voters in Colorado approved the exemp- 
tion from taxation of household furnishings 
and personal effects not used for the pro- 
duction of income. Further, taxes on all 
other classes of real and personal property 
will be levied, assessed and collected under 
general laws within their territorial limits. 


An Illinois proposal broadening the gen- 
eral assembly’s authority to tax by per- 
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mitting it to classify property for tax 


purposes went under. 


A one-mill levy on intangible personal 
property will finance a bonus for Iowa vet- 
erans of the Korean War. Voters have 
authorized the state to become indebted 
$26 million worth to provide for issuance 
and sale of bonds to raise funds to pay the 
bonuses. The direct one-mill tax will pay 
principal and interest on the bonds as they 
come due. Also, a direct annual tax upon all 
other taxable property will be levied suffi- 
cient in amount, taken together with re- 
ceipts from the intangible personal property 
tax, to pay such principal and interest. 

Voters going to the polls in Kansas de- 
feated a motor-vehicle proposal—a consti- 
tutional amendment providing for classification 
and taxing uniformly as to class. 


Three propositions were before Minnesota 
voters; all were adopted. Of tax interest 
is a change in the mining law. By consti- 
tutional amendment, distribution of the iron- 
ore occupational tax will be made as follows: 
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50 per cent to the general revenue fund, 40 
per cent for the support of elementary and 
secondary schools, and 10 per cent for the 


general support of the state university. 


Adopted by Mississippi vote was a con- 
stitutional amendment authorizing the leg- 
islature to alter the method of assessment 
and collection of ad valorem taxes on motor 
vehicles and to fix the taxable year and date 
of the tax lien. 


Missouri voters defeated a proposal to 
increase the tax for roads and bridges. The 


maximum additional tax would have been 
upped from 35 cents to 50 cents. 


In all, Nebraska voters were offered six 
propositions. Four were tax measures: a 
highway use tax; taxation of grain and seed 
on a new basis; appointment of a tax com- 
missioner or tax commission; and absolution 
of certain real property from tax and assess- 
ment charges. All of the measures except 
the grain-and-seed tax change were rejected. 

Nevada’s voters decided against repeal 
of the sales and use tax act. In an un- 
precedented action they approved the levy. 
Repercussions will probably be felt in Ore- 
gon, Massachusetts and Virginia—all juris- 
dictions where imposition of sales taxes is 
being considered. The voters also turned 
down a school tax proposal, the salient pro- 
visions of which were embodied in an en- 
tirely new school code enacted at a special 
February, 1956 legislative session. Under 
the law, the measure had to appear on the 
ballot, but passage would have meant the 
new code could not be amended for three 
years. In the “yes” column, Nevada citizens 
approved authority for the legislature to tax 
government property located in the state— 
if so authorized by Congress. 

A new Jersey proposal involving taxes— 
seeking legislative authority to permit cer- 
tain municipalities to establish a proportion 
of the standard of value at which real 
property located within such municipalities 
should be assessed—was not adopted. 

Trading stamps were saved for North 
Dakota housewives when a movement spear- 
headed by wrathful ladies waving stamp- 
books and ballots killed a referendum 
petition designed to tax such stamps out of 
existence. An annual fee of $6,000 would 
have been required of persons giving away 
premiums, coupons or trading stamps en- 
titling persons to purchase merchandise for 
less than the retail price or to receive it 
free of charge. 

An added state property tax will finance 
a $90 million bond issue to provide funds 
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for bonuses for Ohio veterans of the Korean 
War, Buckeye voters decided. 


Oregon citizens, voting on two tax meas- 
ures, defeated both. For the sixth time, 
they turned down a cigarette tax inoperative 
under referendum petition; the other pro- 
posal would have permitted the levy of 
immediately effective taxes. Defeat of the 
latter proposition leaves in effect a consti- 
tutional prohibition against enactment of 
tax laws with an emergency clause and will 
probably kill any possibility of a sales tax 
effective in 1957. 


Rhode Island voters approved a_ bond 
issue, not to exceed $10 million, for payment 
of bonuses to Korean War veterans. Inter- 
est and principal will be payable by the 
general treasurer; they will not be tied to 


any particular tax. 


Out of the eight issues on Texas ballots, 
six involved taxes. All were adopted. Now 
the commissioners court of each county may 
levy taxes for permanent improvements and 
jury purposes, under certain conditions. An 
amendment authorizes the legislature to 
revise the teachers’ retirement system, to 
their benefit. 


A household-furnishing exemption author- 
ized at the local level by Virginia voters 
permits the legislature to define household 
goods and personal effects as a separate 
subject of taxation, and to allow counties, 
cities and towns to exempt or partially 
exempt such property from taxation. 


West Virginia voters rejected a measure 
dealing with authorization of voters to in- 
crease the level of local property taxes, for 
school purposes. They approved a many- 
sided measure providing a Korean War 
veterans’ bonus, to be financed by a bond 
issue. Bonds will be paid off through added 
taxes on cigarettes, 3.2 beer, liquor and/or 
sales and/or levy of a new graduated income 
tax. 


In Wyoming, voters adopted a consti- 
tutional amendment eliminating tax exemp- 
tion for state property when the property 
is used for nongovernment purposes. 

Tabulations in the Georgia marathon are 
unavailable so far, and there is no informa- 
tion as to the fate of its many tax measures. 


\ 

Late information from Louisiana indicates 
that two bonuses—one for Korean War 
veterans, another for veterans of World 
War I and earlier conflicts—have been ap- 
proved by voters. Concerning other propo- 
sitions of tax interest: Seven measures were 
adopted; four were killed. 
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50 per cent to the general revenue fund, 40 
per cent for the support of elementary and 
secondary schools, and 10 per cent for the 
general support of the state university. 

Adopted by Mississippi vote was a con- 
stitutional amendment authorizing the leg- 
islature to alter the method of assessment 
and collection of ad valorem taxes on motor 
vehicles and to fix the taxable year and date 
of the tax lien. 


Missouri voters defeated a proposal to 
increase the tax for roads and bridges. The 
maximum additional tax would have been 
upped from 35 cents to 50 cents. 


In all, Nebraska voters were offered six 
propositions. Four were tax measures: a 
highway use tax; taxation of grain and seed 
on a new basis; appointment of a tax com- 
missioner or tax commission; and absolution 
of certain real property from tax and assess- 
ment charges. All of the measures except 
the grain-and-seed tax change were rejected. 

Nevada’s voters decided against repeal 
of the sales and use tax act. In an un- 
precedented action they approved the levy. 
Repercussions will probably be felt in Ore- 
gon, Massachusetts and Virginia—all juris- 
dictions where imposition of sales taxes is 
being considered. The voters also turned 
down a school tax proposal, the salient pro- 
visions of which were embodied in an en- 
tirely new school code enacted at a special 
February, 1956 legislative session. Under 
the law, the measure had to appear on the 
ballot, but passage would have meant the 
new code could not be amended for three 
years. In the “yes” column, Nevada citizens 
approved authority for the legislature to tax 
government property located in the state— 
if so authorized by Congress. 

A new Jersey proposal involving taxes— 
seeking legislative authority to permit cer- 
tain municipalities to establish a proportion 
of the standard of value at which real 
property located within such municipalities 
should be assessed—was not adopted. 

Trading were saved for North 
Dakota housewives when a movement spear- 
headed by wrathful ladies waving stamp- 
books and ballots killed a _ referendum 
petition designed to tax such stamps out of 
existence. An annual fee of $6,000 would 
have been required of persons giving away 
premiums, coupons or trading stamps en- 
titling persons to purchase merchandise for 
less than the retail price or to receive it 
free of charge. 


stamps 


An added state property tax will finance 
a $90 million bond issue to provide funds 
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for bonuses for Ohio veterans of the Korean 
War, Buckeye voters decided. 


Oregon citizens, voting on two tax meas- 
ures, defeated both. For the sixth time, 
they turned down a cigarette tax inoperative 
under referendum petition; the other pro- 
posal would have permitted the levy of 
immediately effective taxes. Defeat of the 
latter proposition leaves in effect a consti- 
tutional prohibition against enactment of 
tax laws with an emergency clause and will 
probably kill any possibility of a sales tax 
effective in 1957. 


Rhode Island voters approved a bond 
issue, not to exceed $10 million, for payment 
of bonuses to Korean War veterans. Inter- 
est and principal will be payable by the 
general treasurer; they will not be tied to 
any particular tax. 


Out of the eight issues on Texas ballots, 
six involved taxes. All were adopted. Now 
the commissioners court of each county may 
levy taxes for permanent improvements and 
jury purposes, under certain conditions. An 
amendment authorizes the legislature to 
revise the teachers’ retirement system, to 
their benefit. 


A household-furnishing exemption author- 
ized at the local level by Virginia voters 
permits the legislature to define household 
goods and personal effects as a separate 
subject of taxation, and to allow counties, 
cities and towns to exempt or partially 


exempt such property from taxation. 


West. Virginia voters rejected a measure 
dealing with authorization of voters to in- 
crease the level of local property taxes, for 
school purposes. They approved a many- 
sided measure providing a Korean War 
veterans’ bonus, to be financed by a bond 
issue. Bonds will be paid off through added 
taxes on cigarettes, 3.2 beer, liquor and/or 
sales and/or levy of a new graduated income 
tax. 

In Wyoming, voters adopted a consti- 
tutional amendment eliminating tax exemp- 
tion for state property when the property 
is used for nongovernment purposes. 


Tabulations in the Georgia marathon are 
unavailable so far, and there is no informa- 
tion as to the fate of its many tax measures. 


Late information from Louisiana indicates 
that two bonuses—one for Korean War 
veterans, another for veterans of World 
War I and earlier conflicts—have been ap- 
proved by voters. Concerning other propo- 
sitions of tax interest: Seven measures were 
adopted; four were killed. 
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Federal Tax Calendar 


January 15—— 


Due date of final payment of 1956 calen- 
dar-year estimated tax by individuals 
(other than farmers) who have pre- 
viously made declarations and who do 
not wish to file a final return by Janu- 
ary 31, 1957. Due date of declaration 
and full payment of estimated tax for 
calendar year 1956 by farmers who are 


not filing final returns by February 15, 
1957. 


Due date, by general extension, of returns 
for the fiscal year ended July 31, 1956, 
in the case of (1) foreign partnerships, 
(2) foreign corporations which main- 
tain offices or places of business in the 
United States, (3) domestic corporations 
which transact their business and keep 
their records and books of accounts 
abroad, (4) domestic corporations whose 
principal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Regulations 
118, Section 39.53-3(a).) Forms: (1) 
Form 1065; (2)-(4) Form 1120; (5) 
Form 1040, 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for December. Form 957. (Code Sec- 
tion 6035.) 

Due date for delivery to the local district 
director of internal revenue, by stamp 
depositaries of the United States, of 
requisitions for all stamps purchased 
during the preceding month, with state- 
ment showing stamps on hand at begin- 
ning and end of such month and stamps 
sold during that month. Payment also 
due for proceeds of sales of stamps sold 
during preceding month. (Regulations 


71, Section 113.142.) 


In the case of an estate, due date of 
fourth quarterly payment of income 
tax for calendar year 1955 where in- 
stallment-payment method of payment 
was elected. (Regulations 118, Section 


39.56-1(b) (3).) 


January 31—— 


Due date of return for the quarter ending 
December 31, 1956, of excise taxes on 


safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. However, if, and only if, 
the return is accompanied by deposi- 
tary receipts (Form 537, Depositary 
Receipt for Federal Excise Taxes), 
showing timely deposits, in full pay- 
ment of the taxes due for the entire 
quarter, the return may be filed on 
or before the tenth day of February. 
Form 720. (Regulations: Part 477— 
Return and Payment of Certain Excise 
Taxes.) 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the fourth 
quarter of 1956: (1) employees’ tax 
withheld under Code Section 3101, (2) 
employers’ tax under Code Section 3111 
and (3) income tax on wages withheld 
under Code Section 3402. With respect 
to such taxes for December, the em- 
ployer may either include with his 
return (Form 941) direct remittance to 
district director or attach to such re- 
turn a depositary receipt for the amount 
validated by a federal reserve bank. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450), showing timely deposits, in full 
payment of the taxes due for the entire 
quarter, the return may be filed on or 
before February 10. (Regulations 120, 
Sections 406.601, 406.606.) 


Last day for employer to furnish each 


employee with a statement on Form 
W-2 of wages paid during 1956 and 
the total amount of the taxes withheld 
under Code Sections 3201 and 3402. 
(Regulations 120, Section 406.501(a).) 


Employers of four or more file Form 940 


for federal unemployment insurance tax 


for 1956. 


Individuals (other than farmers) may file 


final return for 1956 instead of amend- 
ing estimate for that year. 
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